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THE  BURDEN  OF  PAYROLL  TAXES  ON  SMALL 

BUSESTESS 


WEDNESDAY,  JUNE  28,  1995 

House  of  Representatives, 
Subcommittee  on  Taxation  and  Finance, 

Committee  on  Small  Business, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  10:10  a.m.,  in  room 
2359-A,  Raybum  House  Office  Building,  Hon.  Linda  Smith,  (chair- 
woman of  the  subcommittee)  presiding. 

Chairwoman  Smith.  Welcome  this  morning  to  the  Subcommittee 
on  Taxation  and  Finance.  It  is  our  pleasure  to  welcome  the  guests 
this  morning.  I  have  prepared  an  opening  statement,  and  I  am 
going  to  submit  it  so  you  do  not  all  have  to  hear  it. 

One  thing  that  I  do  want  to  make  real  clear  is  this  subcommittee 
is  very  committed  to  trying  to  find  ways  to  take  the  pressure  off 
of  small  business  and  to  find  ways  for  them  to  survive  and  to  get 
stronger.  The  issue  of  tax  simplification  and  the  issues  around  that 
come  up  key  in  every  survey  of  small  business.  Most  economists 
agree  the  burden  of  taxation  and  the  pressure  of  regulation  as 
being  the  greatest  job  inhibitors  that  we  have. 

With  that  we  move  to  what  was  requested  by  the  small  business 
community,  and  some  of  our  committee  members  as  an  area  that 
we  wanted  to  focus  on,  and  that  is  payroll  taxes.  You  often  hear 
about  income  taxes  and  you  hear  about  all  the  other  regulation 
pressures. 

I  have  to  say,  as  I  ran  the  business  I  ran  for  many  years,  quite 
frequently  the  greatest  pressure  I  had  was  both  State  and  Federal 
payroll  taxes,  both  in  bookkeeping  but  also  in  increasing  rates.  It 
eased  up  kind  of  like  the  fi-og  in  the  proverbial  warm  water. 

With  that,  today  we  have  invited  those  who  have  experienced 
and  have  the  most  expertise  in  this  area  to  come  and  talk  to  us 
about  what  they  think  we  should  do,  and  where  we  have  been  and 
where  we  should  go.  First  will  be  Mark  Isakowitz  and  Ron  Cohen. 

We  are  going  to  start  with  you,  Mark,  and  let  you  introduce 
yourself,  and  thank  you  for  coming. 

We  have  two  representatives  with  us,  first,  that  would  like  to 
comment  with  opening  statements.  They  might  not  be  as  short  as 
I  am.  Some  of  them  have  been  here  longer,  so  they  probably  have 
more  to  say. 

Our  ranking  member  is  Mr.  Meehan  and  he  will  speak  first,  and 
then  our  distinguished  Mr.  LaFalce,  who  was  the  chair  of  this  com- 
mittee for  years  would  like  to  have  opening  comments  after  that. 

Mr.  Meehan. 

(1) 


[Ms.  Smith's  statement  may  be  found  in  the  appendix.] 

TESTIMONY  OF  ioN.  MARTIN  MEEHAN,  A  REPRESENTATIVE 
IN  CONGRESS  FROM  THE  STATE  OF  MASSACHUSETTS 

Mr.  Meehan.  First  of  all,  I  want  to  thank  Chairman  Smith  for 
the  hearing  today.  I  join  Ms.  Smith  in  welcoming  all  of  the  wit- 
nesses here.  I  am  interested  to  hear  from  all  of  you  and  your  views 
on  the  impact  of  the  payroll  tax  on  small  business. 

The  feedback  I  get  from  small  businesses  in  my  district  is  that 
we  must  overhaul  the  current  tax.  We  need  to  take  a  serious  look, 
not  just  at  the  income  tax  but  also  the  payroll  tax.  Many  busi- 
nesses feel  that  it  is  payroll  tax  that  poses  a  hard  burden  for  busi- 
nesses, and  I  hope  that  this  hearing  can  shed  some  light  on  that. 

One  thing  to  look  at  is  how  do  we  continue  to  use  the  payroll  tax 
and  use  it  to  fund  Social  Security,  and  how  we  can  continue  to 
raise  the  rates  without  crippling  the  small  and  more  labor-inten- 
sive businesses,  particularly  for  example  the  self-employed  and  S 
corporations. 

In  its  testimony  the  National  Federation  of  Independent  Busi- 
ness suggested  nearly  $1  out  of  every  $3  tax  dollars  collected  by 
the  Federal  Grovernment  come  from  the  payroll  tax.  If  that  is  true, 
it  is  no  wonder  that  businesses  have  such  really  strong  and  impor- 
tant concerns  on  this  issue. 

Over  the  long-term  as  we  look  at  how  to  use  the  payroll  tax,  as 
we  think  about  reform  of  the  tax  code,  ultimately  we  cannot  con- 
tinue to  raise  the  payroll  tax  to  pay  for  Social  Security.  If  you  look 
at  the  demographics  and  see  what  the  future  holds  for  Social  Secu- 
rity the  future  is  dubious  and  dismal,  at  best. 

Many  of  my  constituents  believe  that  to  continue  to  raise  payroll 
taxes  tends  to  stifle  the  growth  of  small  businesses,  as  well  as  the 
establishment  of  new  businesses.  A  broadening  of  the  tax  base 
would  bring  some  relief  to  small  businesses.  I  would  like  to  hear 
the  witnesses  comments  on  this. 

I  am  particularly  interested  in  hearing  the  Treasury  Depart- 
ment's views  on  the  payroll  taxes,  both  from  an  equity  perspective 
but  also  from  a  public  perspective,  given  the  fact  that  we  are  work- 
ing to  balance  tne  budget  over  the  next  7  years.  I  look  forward  to 
hearing  from  the  witnesses  and  look  forward  to  this  dialogue. 

Thank  you. 

Chairwoman  Smith.  Thank  you,  Mr.  Meehan. 

Mr.  LaFalce. 

[Mr.  Meehan's  statement  may  be  found  in  the  appendix,] 

TESTIMONY  OF  HON.  JOHN  LaFALCE,  A  REPRESENTATIVE  IN 
CONGRESS  FROM  THE  STATE  OF  NEW  YORK 

Mr.  LaFalce.  Thank  you  very  much.  Madam  Chair.  First,  I  want 
to  congratulate  you  on  having  this  hearing.  I  am  ex-officio  on  this 
subcommittee  and  all  subcommittees,  but  this  is  the  first  sub- 
committee hearing  where  I  wanted  to  offer  some  opening  state- 
ment. I  am  going  to  have  to  leave  to  go  the  Banking  Committee 
where  we  were  engaged  in  markup  until  midnight  last  night,  and 
then  we  continue  at  10  this  morning. 

I  consider  this  to  be  so  very  important  that  I  think  that  both  the 
Democratic  party  and  the  Republican  Party  have  lost  the  mark  in 


not  seeing  how  crucial  payroll  tax  relief  is  both  for  individuals  and 
for  businesses.  This  has  been  a  pet  of  mine  over  the  years. 

In  1990  I  submitted  a  market  proposal  that  would  have  cut  sig- 
nificantly the  payroll  tax;  however,  you  can  not  get  that  unless  you 
are  also  willing  to  increase  income  taxes  to  make  up  for  the  reve- 
nue. I  mean,  you  just  cannot  have  it  one  way.  You  have  to  have 
some  balancing  measures. 

You  cannot  just  do  it  by  cuts  either  because  you  are  financing  re- 
tirement benefits,  you  are  financing  Medicare,  you  are  financing 
disability  benefits,  et  cetera.  One  of  the  things  I  wanted  to  do,  too, 
was  to  have  the  payroll  tax  finance  only  retirement  benefits,  not 
Medicare,  that  should  be  general  revenues. 

There  is  a  greater  possible  nexus  to  disability  benefits  but  still 
it  is  much  more  tenuous  than  is  Social  Security  benefits,  the  retire- 
ment benefits.  Most  people  do  not  realize  that  more  Americans 
have  more  of  their  Federal  tax  burden  in  Social  Security  taxes  than 
they  do  in  income  taxes. 

When  people  talk  about  tax  relief,  they  are  talking  about  income 
tax  relief.  They  do  not  talk  about  that  tax  which  is  a  far  greater 
burden  for  most  Americans. 

While  the  payroll  tax  adversely  impacts  all  businesses,  it  espe- 
cially impacts  the  small  business  community  because  of  its  labor 
intensive  nature.  The  Social  Security  tax  is  the  most  regressive  tax, 
and  yet  we  have  significant  increases  in  the  most  regressive  tax. 
I  believe  from  1970  to  1990  we  had  about  nine  separate  increases 
from — well,  in  the  1980's,  when  we  indexed  it  automatically  we  had 
an  unusual  situation,  the  income  tax  was  indexed  against  the  rav- 
ages of  inflation. 

Social  Security  payroll  tax,  the  most  regressive  tax,  was  indexed 
so  that  it  would  be  increased  automatically.  We  have  a  very  pecu- 
liar and,  I  think,  a  terrible  situation.  Neither  the  Democratic  Party 
nor  the  Republican  Party  has  taken  this  on  as  far  as  I  know. 

I  do  not  think  the  administration  has  come  forth  with  any  pro- 
posals that  would  alleviate  the  payroll  tax  burden.  I  know  that 
there  were  calls  for  tax  relief  in  the  Contract  With  America.  It  is 
my  imderstanding  that  they  did  not  include  the  payroll  tax. 

Even  the  White  House  Conference  on  Small  Business  was  ab- 
sorbed with  a  lot  of  other  tax  issues,  the  flat  tax,  et  cetera.  They 
did  not  want  to  demean  or  denigrate  the  calls  for  reform  of  other 
taxes.  But,  as  far  as  I  am  concerned,  this  is  the  one  that  most 
needs  reform,  the  payroll  tax  for  individuals  and  small  businesses. 

Madam  Chair,  I  commend  you  and  I  hope  that  this  hearing  will 
just  be  a  start  rather  than  a  one-shot  effort.  Thank  you  very  much. 

Chairwoman  Smith.  Thank  you.  We  will  start  this  morning  with 
Mark  Isakowitz.  Is  that  right? 

Mr.  Isakowitz.  Yes. 

Chairwoman  Smith.  Mark  is  the  Director  of  the  House  Lobbyists 
for  the  National  Federation  of  Independent  Business.  With  that 
please  begin,  Mark. 

[Mr.  LaFalce's  statement  may  be  found  in  the  appendix.] 


TESTIMONY  OF  MARK  ISAKOWITZ,  DIRECTOR  OF  HOUSE  LOB- 
BYISTS, NATIONAL  FEDERATION  OF  INDEPENDENT  BUSI- 
NESS 

Mr,  ISAKOWITZ.  Thank  you,  Madam  Chairman.  I  would  like  to 
join  in  thanking  you  for  having  this  hearing.  I  think  we  are  on  the 
edge  of  a  very  nistoric  opportunity  to  overhaul  the  tax  code.  This 
is  what  we  want  the  Small  Business  Committee  and  its  subcommit- 
tees to  be  about,  to  tap  into  the  issues  that  are  small  business-in- 
tensive, and  so  we  appreciate  this  opportunity. 

NFIB  is  the  Nation's  largest  small  business  advocacy  organiza- 
tion. We  have  some  600,000  members  in  all  50  States.  The  typical 
NFIB  member  has  5  employees  and  grosses  about  $250,000  a  year 
in  annual  sales.  We  are  talking  small  businesses. 

Federal  payroll  taxes  represent  perhaps  one  of  the  greatest  in- 
hibitors today  to  furthering  economic  expansion  and  job  creation  in 
the  small  business  sector.  In  fact,  a  majority  of  small  firms  pay 
more  in  payroll  taxes  than  in  any  other  form  of  tax.  They  employ 
people  rather  than  machines. 

Additionally,  as  you  can  see,  our  membership  and  small  busi- 
nesses in  general  are  concentrated  in  those  sectors  of  business 
which  tend  to  be  primarily  labor-intensive.  Payroll  taxes,  domi- 
nated by  FICA  taxes,  therefore  place  a  disproportionate  burden  on 
them. 

It  is  important  to  note  also  that  besides  the  burden  of  Federal 
payroll  taxes,  small  business  owners  must  also  pay  payroll  taxes, 
including  unemployment,  workers'  compensation  insurance,  and 
often  local  wage  taxes. 

The  payroll  tax  was  the  last  of  the  primary  Government  revenue 
sources  that  came  into  broad  usage.  Since  the  institution  of  the 
payroll  tax  in  the  mid-1930's,  its  relative  share  of  Federal  revenue 
has  gone  from  zero  to  about  30  percent. 

At  the  same  time,  corporate  income  tax  revenue  has  declined  to 
approximately  10  percent  of  Federal  revenues.  Almost  $1  out  of 
every  $3  tax  dollars  now  collected  by  the  Federal  Government  is 
from  a  payroll  tax.  For  business  owners,  this  has  meant  an  astro- 
nomical increase  in  taxes  paid  per  employee. 

Between  1970  and  1990,  there  were  11  FICA,  Social  Security  tax 
rate  increases,  amounting  to  a  60  percent  rise;  19  FICA  tax  base 
increases,  cumulatively  totalling  630  percent;  three  FUTA  (unem- 
ployment compensation)  tax  rate  increases  totaling  94  percent;  and 
three  FUTA  base  increases  on  the  order  of  133  percent.  In  1993, 
the  cap  on  the  health  insurance  portion  (2.9  percent)  of  FICA  was 
completely  eliminated. 

Tax  increases  have  occurred  despite  early  promises  that  they 
would  not.  In  fact,  the  pamphlet  that  accompanied  the  first  Social 
Security  Administration  material  promised  that  business  owners 
would  never  pay  more  than  IV2  percent  of  payroll  in  these  taxes. 

Today,  business  owners  pay  7.65  percent  of  payroll,  and  employ- 
ees must  also  contribute  7.65  percent.  The  self-employed  are  re- 
quired to  pay  15.3  percent — ^five  times  more  than  what  the  Govern- 
ment first  promised  business  owners  was  the  most  they  would  ever 
have  to  pay. 

When  payroll  taxes  are  increased,  one  option  the  business  owner 
has  is  to  raise  prices — passing  the  cost  on  to  the  consumer.  How- 


ever,  a  small  firm  in  an  extremely  price-sensitive  market  could  lose 
significant  customer  base,  and  would  have  to  choose  to  avoid  that 
option. 

Another  option  is  to  reduce  employee  wages  to  cover  the  new 
payroll  cost,  but  this  cannot  be  done  if  the  worker  is  earning  mini- 
mum wage.  A  third  option  is  to  let  one  or  more  employees  go  and 
limit  hiring  to  the  greatest  extent  possible.  NFIB  believes  that  the 
third  option  is  the  most  likely  to  occur. 

Because  a  majority  of  small  business  owners  pay  more  in  payroll 
taxes  than  in  any  other  form  of  taxation,  it  should  not  be  surpris- 
ing that  small  businessmen  and  women  are  very  concerned  about 
the  current  level  of  payroll  taxation,  as  well  as  its  future  course, 
and  rank  it  as  one  of  their  more  serious  problems. 

In  the  1992  edition  of  NFIB's  "Small  Business  Problems  and  Pri- 
orities," small  business  owners  ranked  payroll  taxes  as  their  6th 
most  important  of  the  top  75  small  business  problems  areas.  In  the 
1995  White  House  Conference  on  Small  Business,  payroll  tax  re- 
form was  among  the  top  60  recommendations  of  the  conference. 

When  asked  whether  the  last  payroll  tax  increases  should  be  re- 
pealed, an  overwhelming  79  percent  of  NFIB  member  voted  against 
the  tax  increases.  In  fact,  over  the  last  20  years  during  the  dra- 
matic changes  which  have  caused  the  FICA  system  to  be  restruc- 
tured, NFIB  small  business  owners  have  consistently  opposed 
FICA  tax  increases. 

Because  of  the  payroll  tax,  labor  becomes  more  expensive  vis-a- 
vis the  cost  of  leisure.  Thus,  the  payroll  tax  has  important 
disemployment  effects.  By  raising  the  cost  of  labor  through  a  "head 
tax,"  paytoU  taxes  created  an  artificially  low  demand  for  labor  and 
an  artificially  high  demand  for  capital. 

A  study  in  the  1980's  by  Thomas  Borzilleri,  using  simulations 
generated  from  the  Data  Resource  Inc.  model,  estimated  that  an  in- 
crease of  .8  percent  in  payroll  taxes  caused  a  loss  of  530,000  jobs. 

Small  business  owners  are  particularly  hurt  by  payroll  taxes  be- 
cause of  several  key  characteristics  not  shared  by  larger  busi- 
nesses. Although  both  large  and  small  businesses  are  internation- 
ally less  competitive  because  of  payroll  taxes,  among  domestic 
firms  large  businesses  can  benefit  because  they  do  not  snare  these 
small  business  characteristics: 

First,  small  businesses  are  in  general  significantly  more  labor-in- 
tensive than  larger  firms.  Second,  most  small  businesses  survive 
not  on  profitability  but  on  cash  flow.  Third,  small  businesses  can- 
not deduct  as  much  of  their  payroll  tax. 

Finally,  small  businesses  generally  .have  lower  paid  employees. 
Thus,  payroll  taxes  are  a  greater  percentage  of  total  payroll  when 
compared  to  businesses  with  higher  paid  employees  because  of  the 
FICA  and  FUTA  wage  bases.  Currently,  the  FICA  wage  base  is 
$61,200.  The  FUTA  wage  base  is  $7,000. 

Because  of  these  characteristics,  payroll  taxes  have  an  especially 
harsh  impact  on  small  business.  Minority-  and  women-owned  busi- 
nesses are  affected  particularly  severely  by  payroll  taxes  because 
they  tend  to  be  small  and  labor-intensive. 

Minority-owned  businesses  represent  approximately  10  percent  of 
all  businesses,  but  only  account  for  3.9  percent  of  business  receipts. 
In  addition,  of  those  minority-owned  firms  that  have  employees, 


the  average  number  of  employees  is  3.1.  Women  owned  firms  tend 
to  be  in  the  retail  and  service  sector,  which  often  tend  to  be  small 
businesses.  For  all  firms,  when  payroll  taxes  become  unbearable  for 
small  business  owners,  low  wage  workers  are  the  first  to  go,  sever- 
ing the  first  step  on  the  economic  ladder  for  the  working  poor. 

In  conclusion,  it  is  difficult  to  find  an  economist  who  can  or  will 
justify  a  payroll  tax.  Yet,  payroll  tax  rates  have  continued  to  spiral 
upward  over  the  past  half-century,  imposing  an  ever-increasing 
burden  on  our  Nation's  small  businesses  and  job  growth. 

From  the  viewpoint  of  small  business  owners,  payroll  tax  reform 
should  be  considered  an  important  part  of  a  Federal  tax  system 
overhaul.  Even  if  income  taxes  were  abolished  altogether,  the  ma- 
jority of  small  business  owners  would  not  be  relieved  of  their  great- 
est tax  burden. 

I  appreciate  the  chance  to  testify,  and  would  be  happy  to  answer 
your  questions. 

Chairwoman  Smith.  Thank  you.  We  will  hold  our  questions  until 
the  end  of  the  testimony,  and  then  we  will  have  questions  for  ev- 
eryone, or  both  of  you  after  that. 

Mr,  Cohen,  thank  you  for  coming.  I  know  you  have  been  here  be- 
fore, and  sometimes  it  feels  like  you  probably  return  and  return. 
However,  I  think  there  is  an  opportunity  for  change  if  you  keep 
helping. 

[Mr.  Isakowitz'  statement  may  be  found  in  the  appendix.] 

TESTIMONY  OF  RONALD  B.  COHEN,  OWNER,  COHEN  &  COM- 
PANY, AND  MEMBER,  NATIONAL  SMALL  BUSINESS  UNITED 

Mr.  Cohen.  Thank  you.  Madam  Chairman,  Mr.  Meehan,  and  Mr. 
Baldacci.  I  was  reluctant  to  come  today,  but  the  importance  of  this 
issue  is  what  brought  me  here  from  Cleveland.  I  am  officially  rep- 
resenting National  Small  Business  United  as  its  immediate  past 
president. 

We  are  the  oldest  small  business  organization  that  has  a  na- 
tional scope.  We  are  in  all  50  States,  resulting  from  the  merger  of 
Small  Business  United  and  the  Small  Business  Association  about 
10  years  ago.  We  continue  to  address  issues  affecting  small  busi- 
nesses. This  is  one  of  our  three  top  priority  issues,  this  payroll  tax 
issue. 

It  is  mixed  blessings  to  be  here  and  hear  the  opening  statements 
of  Mr.  Meehan  and  Mr.  LaFalce  and  my  predecessor  who  stole  so 
much  of  my  thunder,  but  repetition  sometimes  creates  an  empha- 
sis. Maybe  if  everybody  starts  saying  the  same  thing,  then  some- 
body on  Capitol. Hill  may  start  listening.  We  are  very  grateful  that 
you  are  holding  these  hearings. 

Small  business  has  traditionally  opposed  all  Federal  mandates 
on  employers,  regardless  of  what  the  mandate  is.  Some  of  them 
seem  to  have  some  very  meaningful  public  purpose,  and  the  reason 
for  opposition  is  that  small  business  is  worried  about  what  we  call, 
"the  camel's  nose  under  the  tent"  theory.  We  are  afraid  of  what 
might  happen  if  you  do  anything  that  goes  against  the  principles 
of  small  business.  There  has  been  no  better  example  of  what  hap- 
pens to  a  system  once  it  is  imposed  than  we  have  in  the  payroll 
tax  system. 


I  want  to  give  my  own  version  of  the  history  of  both  the  Social 
Security  tax,  FICA,  and  the  unemployment  tax.  Even  though  the 
Federal  portion  (FUTA)  is  smaller  that  the  State  tax,  this  is  be- 
cause there  is  a  credit  against  the  Federal  tax  for  the  State  tax  vou 
pay.  Consequently,  a  Federal  law  really  governs  all  the  unemploy- 
ment taxes  employers  pay. 

First,  I  want  to  talk  about  how  FICA  got  started.  You  heard  the 
original  rates  that  were  put  into  place.  I  want  to  say  that  initially 
there  was  no  reason  to  oppose  this  tax.  The  theory  of  this  system 
made  so  much  sense.  The  employer  put  in  a  tiny  amount,  the  em- 
ployee put  in  a  tiny  amount,  that  amount  would  be  invested  and 
grow. 

Then,  when  the  employee  retired,  there  would  be  funds  available 
to  pay  a  subsistence,  a  pension,  for  that  individual  so  that  he  or 
she  could  live  in  dignity  for  the  rest  of  his  or  her  life.  Nothing 
seemed  to  make  more  sense  than  that. 

I  tried  to  analyze  what  went  wrong  with  this  perfectly  sound- 
based  theory.  There  were  many  things  that  went  wrong,  and  I 
want  to  address  a  few  of  them.  The  first  thing  is  the  cost  of  living 
adjustments  that  we  know  as  COLA's.  I'm  not  sure  it  was  in  the 
law  originally,  I  think  not.  The  law  was  intended  to  be  funded  on 
a  normal  actuarial  basis. 

The  cost  of  living  adjustments  have  gone  rampant,  and  so  what 
has  happened  is  that  there  is  a  dramatic  amount  of  increase  being 
paid  to  former  workers.  Many  are  getting  a  check  every  month  that 
is  far  more  than  what  they  put  in,  in  their  entire  working  career 
spanning  many  years  within  the  Social  Security  system.  They  have 
automatic  increases  coming  every  year.  Their  is  no  actuarial  sound- 
ness to  this,  and  somebody  has  to  pay  for  this.  The  people  who  are 
paying  are  the  current  employees  that  are  funding  the  retirement 
of  former  employees. 

Now,  that  really  was  not  supposed  to  be  the  way  the  system  was 
going  to  work  originally.  We  had  almost  no  inflation  until  World 
War  II  and  thereafter,  so  it  was  not  a  factor  when  these  things 
were  being  considered.  There  was  price  stability  for  hundreds  of 
years  in  this  country  until  the  rampant  post-World  War  II  infla- 
tion. 

The  next  thing  that  happened  was  the  age  demographics,  which 
has  been  an  obvious  result  of  our  better  standard  of  living,  our  bet- 
ter health  care  and  whatever.  However,  it  is  interesting  to  note 
that  age  65  as  the  age  when  you  begin  payments  for  elderly  goes 
back  to  Kaiser  Wilhelm  in  Germany,  where  they  had  a  system 
where  the  Federal  Grovernment  paid  a  stipend  to  people  once  they 
reached  age  65,  if  they  needed  the  money. 

I  do  not  know  the  nuances  of  that  system,  but  I  do  know  that 
age  65  was  the  age  at  which  those  payments  began.  That  was  the 
first  time  anybody  had  ever  said,  "This  is  when  you  are  old,"  and 
it  has  taken  on  a  universal  aspect  since  then. 

The  only  thing  that  we  have  to  look  at  is  the  mortality  of  that 
time,  which  was  age  47,  and  so  somebody  had  to  live  18  years  be- 
yond normal  mortality  in  order  to  qualify  for  a  pension.  Now  that 
is  almost  80  years  of  age,  and  so  they  are  entitled  to  begin  drawing 
this  pension  for  15  years  prior. 


8 

It  is  obvious  to  see,  even  when  our  system  was  put  into  place  the 
mortality  age  was  61  in  1935.  There  was  an  expectancy  that  a  lot 
of  people  putting  into  the  system  would  never  collect  because  they 
would  not  be  here  at  age  65.  Those  who  did  collect,  who  worked  up 
till  65  and  retired,  would  collect  only  for  a  limited  number  of  years. 

We  now  have  totally  different  demographics  that  we  are  working 
with.  Plus,  this  is  going  to  mushroom  into  God  knows  what  because 
of  all  the  baby  boomers  working  now  who  are  going  to  be  retired. 
We  are  going  to  have  very  few  workers  left. 

As  late  as  1950  there  were  16  workers  supporting  every  retiree. 
That  number  is  slightly  over  three  today;  and  when  the  baby 
boomers  retire,  it  will  be  around  two;  two  workers  for  every  recipi- 
ent. The  mortality  is  expected  to  go  up  as  well. 

I  wish  Mr.  LaFalce  were  here  to  hear  this  because  he  mentioned 
that  both  parties  were  responsible  for  not  addressing  this.  I  think 
I  have  stronger  words  to  say  because  I  think  another  big  reason 
has  been  the  politics  of  the  situation. 

Tax  rate  increases  when  they  are  publicized  as  income  tax  rates 
are  very  unpopular.  Giving  benefits  to  people  is  a  very  popular  so- 
cial purpose.  Politicians  up  here  for  the  last  couple  of  decades  have 
had  a  dilemma.  How  do  you  serve  the  social  needs  of  our  popu- 
lation in  very  worthwhile,  well-intended,  well-motivated  areas 
without  creating  tax  revenue  from  the  income  tax. 

Unfortunately,  because  of  public  misconception  and  very  little 
power  of  the  small  business  lobby  in  Washington,  the  easy  way  to 
do  this  was  by  increasing  the  payroll  taxes,  nibbling  away  at  it. 
Even  though  there  has  never  been  a  hue  and  cry  about  increases 
in  payroll  taxes  from  the  general  population,  the  business  people 
have  certainly  done  so. 

I  am  a  founder  and  senior  partner  of  a  CPA  firm  in  Cleveland, 
Ohio.  We  employ  over  100  people.  I  have  been  advising  small, 
closely  held  businesses  for  almost  40  years,  and  we  never  heard  a 
word  about  the  burdens  of  payroll  taxes  during  at  least  the  first 
half  of  that  tenure.  Then  we  started  to  hear  whispers  and  now  we 
hear  screams  and  cries  about  it. 

It  has  reached  a  point  where  this  is  an  overwhelming  burden.  I 
believe  the  people  of  Washington  really  need  to  address  this  with 
some  guts  and  courage.  We  avoided  in  the  last  couple  of  years  the 
imposition  of  payroll  taxes  to  pay  for  health  care,  which  would  have 
doubled  the  burden  and  to  pay  for  the  training,  by  adding  more 
payroll  taxes. 

Unemployment  taxes  are  even  more  ridiculous.  They  came  about 
because  people  were  temporarily  laid  off.  If  your  company  was  un- 
fortunate enough  to  have  a  cyclical  or  a  seasonal  layoff,  then  their 
people  would  have  some  maintenance  until  they  would  be  able  to 
be  hired  back. 

However,  nobody  goes  back  to  their  old  jobs  because  jobs  are 
being  discontinued.  There  is  downsizing,  there  is  automation,  there 
is  relocation.  Almost  nobody  goes  back  to  their  old  job.  I  want  to 
give  you  a  hypothetical  about  a  real  situation  that  happens  every 
day.  Company  A  can  no  longer  handle  the  burden. 

Madam,  can  I  continue  my  statement? 

Chairwoman  SMITH.  Yes,  you  can  complete  it. 


Mr.  Cohen.  It  will  be  another  couple  of  minutes.  Company  A  can 
no  longer  handle  the  burden  of  employing  workers.  The  costs  and 
litigation  are  mounting.  There  are  so  many  burdens  on  the  Amer- 
ican employer  beyond  payroll  taxes,  so  they  decide  they  are  going 
to  do  something  easier.  Instead  of  manufacturing  the  product,  they 
are  going  to  import  the  components  and  start  assembling  them  and 
they  lay  off  most  of  their  work  force. 

Now,  these  people  hit  the  streets  and  that  employer  has  totally 
relieved  himself  forever  of  the  responsibility  for  their  unemploy- 
ment compensation.  The  public  and  other  employers  have  to  pick 
up  the  payment  for  those  people,  and  eventually  they  go  on  welfare 
and  society  picks  up  the  cost. 

Meanwhile,  look  at  Employer  B.  He  decides  that  he  wants  to  in- 
crease what  he  is  doing  and  increase  his  manufacturing.  All  of 
these  unemployed  people  are  on  the  street,  collecting  either  unem- 
ployment or  welfare,  and  he  goes  out  and  hires  a  bunch  of  them. 
Now,  you  should  reward  this  activity. 

I  have  learned  throughout  my  business  career  that  if  you  want 
things  to  happen  in  the  right  way,  you  reward  things  that  are  done 
right,  and  you  have  penalties  for  things  that  are  done  wrong.  Our 
system  is  just  the  opposite. 

Employer  A  was  rewarded  by  having  his  burden  relieved  once  he 
fired  all  the  people.  What  happens  to  Employer  B  who  adds  these 
people  to  his  staff?  What  happens  is  he  has  the  honor  and  privilege 
of  paying  taxes  on  those  people  and  if  the  hiring  was  temporary  or 
short-lived  or  his  optimism  was  unwarranted  and  those  people  are 
laid  off  eventually,  there  will  be  a  rate  increase  on  all  of  his  con- 
sequently, remaining  employees.  His  permanent  employees  will 
now  cost  him  more. 

The  final  point  that  I  want  to  make  is  the  inequities  of  the  pay- 
roll taxes.  They  were  already  stated,  so  I  will  not  restate  them,  ex- 
cept the  fact  that  my  colleague  here  mentioned  the  15  percent  rate. 
We  have  clients  that  would  love  to  pay  the  15  percent  rate,  but 
they  are  losing  money. 

New  businesses  or  merging  businesses,  the  very  businesses  that 
we  all  acknowledge  are  going  to  be  the  future  growth  of  this  coun- 
try are  being  taxed  on  employees  even  if  they  make  no  money  at 
all.  This  is  worse  than  regressivity.  It  taxes  you,  even  if  you  are 
losing,  it  increases  your  loss  by  imposing  taxes. 

We  do  not  have  any  clients  that  startup  business  that  do  not 
have  losses  in  those  early  years.  We  have  a  lot  of  clients  that  can- 
not go  into  businesses  because  of  burdens  such  as  this. 

On  the  individual,  I  calculated  that  anybody  earning  up  to 
$61,200  of  course  pays  7.65  percent  of  that;  an  executive  that  earns 
$500,000  pays  in  FIG  A  taxes  and  Medicare  taxes,  2.21  percent. 

I  also  applaud  and  our  organization  applauds  the  new  ideas  that 
are  spewing  forth  for  tax  reform,  but  it  is  critical  to  realize  that 
there  is  no  tax,  as  far  as  we  are  concerned,  that  is  more  onerous 
than  this — not  increased  progressive  income  tax  rates,  not  a  na- 
tional sales  tax,  not  even  a  property  tax.  There  is  no  tax  that  we 
would  not  rather  see  than  the  payroll  taxes  that  we  now  have. 

As  we  are  looking  at  this,  I  would  ask  for  two  caveats:  First, 
please  stop  trying  to  cure  the  social  ills  and  the  problems  of  this 
country  on  the  backs  of  employers;  and,  second,  stop  penalizing 
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companies  for  adding  employees.  Eliminate  the  payroll  tax,  and 
you  would  have  the  biggest  economic  boom  this  country  has  ever 
seen. 

Thank  you  very  much,  and  I  stand  ready  to  answer  questions. 

[Mr.  Cohen's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you  both.  I  will  start  with  a  question 
to  Mr.  Cohen  and  Mark,  and  I  am  just  going  to  say  Mark  because 
I  have  seen  you  three  times  now. 

Mr.  Cohen.  You  can  just  call  me  Ron  as  well. 

Chairwoman  Smith.  Thank  you,  Ron.  I  am  doing  real  poorly  with 
last  names  today. 

You  alluded  to  or  said  there  are  good  social  goods  being  done 
through  this  money,  otherwise  we  are  taking  care  of  the  elderly,  we 
are  making  sure  people  have  insurance,  or  a  fall-back  position  if 
they  are  unemployed  later  in  industries.  There  is  a  reason  for  all 
of  these  different  payroll  taxes,  and  yet  you  are  now  saying  elimi- 
nate them. 

I  can  assume  then,  Mark  and  Ron,  that  you  would  then  be  saying 
that  if  the  Government  does  that  it  should  be  done  through  a  defin- 
able income  tax  or  something  that  is  broader?  Then  you  would 
want  that  incorporated  into  any  simplification  rather  than  having 
separate  taxes? 

Mr.  ISAKOwrrz.  I  will  refer  back  to  the  health  care  debate  of  last 
year  to  try  to  answer  the  question  you  have,  which  was  we  said  if 
the  society  decides  that  covering  everybody  is  a  universal  good  that 
it  should  be  universally  paid  for.  If  it  is  a  societal  good,  then  the 
society  as  a  whole  should  pav  for  it. 

We  had  a  paper  prepared  in  the  early  80's  that  was  developed 
by  Economist  Michael  Boskin,  who  went  on  to  be  President  Bush's 
Chairman  of  the  council  on  Economic  Advisers,  which  believed  that 
the  annuity  could  be  just  a  retirement  program  which  could  still 
be  funded.  The  rest  of  the  programs  could  be  transferred  over  to 
the  general  fund,  and  would  be  financed  through  income  taxes. 

We  right  now  are  in  the  process  of  polling  our  membership  on 
this  question  and  what  to  do  with  the  payroll  tax,  because  it  is  a 
very  big  question,  as  you  say.  We,  as  small  employers,  are  bur- 
dened through  this  onerous  tax.  Today,  small  business  owners 
badly  need  relief  from  current  payroll  tax  levels. 

Perhaps  there  is  some  way  that  payroll  taxes  can  be  married  into 
the  larger  tax  system  through  tax  reform,  so  that  the  burden  of 
taxation  is  more  equitably  spread  for  these  programs.  It  is  going 
to  take  a  little  time  to  develop  a  sturdier  proposal  on  exactly  how 
to  do  it. 

Chairwoman  Smith.  Which  could  mean  a  politically  unpopular 
step  if  you  had  a  simplification  which  was  either  a  consumption 
tax,  whether  it  is  a  flat  or  sales.  I  think  flat  tax  is  most  discussed 
right  now.  People  even  when  you  tax  them  about  19  percent,  they 
go  "Why  so  much?  Why  won't  5  do  it?"  I  do  not  think  they  ever  re- 
alize, because  there  are  so  many  different  taxes  how  much  it  is  tak- 
ing of  their  every  day  work.  Getting  beyond,  I  think  it  would  take 
a  Tot  of  education  to  get  people  to  understand  how  much  they  are 
paying.  You  would  have  to  enact  that  flat  rate. 

Mr.  ISAKOwrrz.  I  think  that  is  right.  I  mean,  the  appeal  of  many 
of  the  tax  reform  proposals  on  the  table  now,  has  always  been,  as 
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you  say,  the  low  rate.  We  are  going  to  change  it,  you  are  going  to 
have  few  deductions,  but  you  are  going  to  pay  a  low  rate.  It  is  very 
difficult  to  keep  that  rate  low,  and  that  is  why  I  did  not  come  here 
today  with  a  hard-and-fast  answer.  If  we  could  show  people,  do 
some  education  on  what  the  tradeoffs  are,  I  think  it  could  poten- 
tially be  successful  in  the  longer  term. 

Chairwoman  Smith.  Is  your  survey  going  to  do  something  with 
the  phase-in  of  options,  or  is  it  just  blanket?  I  think  that  there  are 
different  answers,  like  you  said  privatizing  certain  things,  but  also 
maybe  removing  Social  Security — and  I  will  use  privatizmg— or  an- 
nuities or  whatever. 

Mr.  ISAKOWITZ.  This  is  more  of  a  Social  Security  question.  We 
have  a  survey  right  now,  or  I  should  say  in  the  next  few  weeks  that 
will  go  out  to  the  membership  that  will  specifically  ask  the  ques- 
tion: Do  you  support  privatizing  Social  Security? 

We  realize  that  if  you  complain  about  payroll  taxes,  which  we  are 
completely  correct  for  doing,  then  the  question  is:  What  are  you 
going  to  do  about  the  program  and  funds?  That  is  what  we  are 
going  to  wrestle  with  and  ask  all  kinds  of  questions  on. 

Chairwoman  Smith.  Thank  you,  Mark. 

Did  you  want  to  comment  on  that,  Ron? 

Mr.  Cohen.  Well,  even  though  I  think  it  would  be  a  great  thing 
to  eliminate  all  payroll  taxes,  realistically  if  you  returned  the  tax 
to  its  original  purpose  and  limited  the  employees  cost  to  actuary 
sound  payments  for  workers  that  are  employed  and  not  for  retired 
people,  and  then  all  of  the  excess  payments,  that  I  know  would 
never  be  reduced,  those  payments  would  have  to  come  out  of  some 
general  source. 

Although  we  are  not  talking  about  the  flat  tax,  generally  a  flat 
tax  is  considered  to  be  a  tax  on  income  or  revenues  or  whatever. 
It  is  perceived  as  simplicity.  As  a  CPA  with  40  years  of  experience, 
I  would  say  that  we  have  the  most  complex  imaginable  tax  system. 
That  the  only  thing  about  our  tax  system  that  is  relatively  simple 
is  the  rate  structure.  The  rate  structure  is  something  you  could  fig- 
ure out  on  an  easy  chart. 

Mathematically  it  is  no  challenge  to  determine  the  rate  once  you 
get  to  the  income  line.  That  is  the  least  thing  in  the  entire  code 
that  needs  simplicity.  We  need  the  laws  simplified,  regulated,  to 
become  consistent.  This  obsession  with  a  flat  tax,  when  the  pro- 
gressive tax  has  served  us  so  well  for  the  last  80  years,  is,  to  me, 
misdirected. 

Chairwoman  SMITH.  I  have  made  fairly  good  money  with  the  pro- 
gressive tax  system.  I  did  the  same  thing  you  do.  As  to  whether 
the  progressive  tax  has  served  us  well  would  be  another  debatable 
item.  I  guess  the  thing  that  I  am  wondering  about  is  do  we  ever 
get  to  the  point  of  simplifying  for  the  employer?  I  am  interested  in 
the  survey  for  us  to  find  out  what  they  think. 

Mr.  ISAKOWITZ,  Yes.  In  the  small  business  community,  as  we 
have  discussed,  is  very  labor-intensive  and  the  patterns  are  very 
diverse.  We  are  in  the  process  of  going  through  a  research  and 
focus  group  effort  to  find  where  consensus  is  on  payroll,  and  on  tax 
reform  generally. 

Chairwoman  Smith.  Well,  thank  you.  I  do  not  have  the  solutions 
either,  and  that  is  why  we  are  doing  this.  I  do  know  that  it  is  very, 


12 

very  difficult  when  you  do  have  a  bottom  Hne  of  a  negative  and  you 
have  to  lay  a  couple  of  people  off  so  you  can  pay  your  payroll  taxes. 
I  have  been  through  that,  and  that  is  why  I  am  in  politics  today. 
I  got  a  book  on  campaigning  and  ran  against  the  other  g^y,  simply 
because  the  bottom  line  was  zero.  I  laid  people  off  to  pay  my  taxes, 
and  so  it  made  a  difference. 

Mr.  Cohen.  Unfortunately,  as  you  must  know,  so  many  busi- 
nesses do  what  is  expedient  and  they  avoid  timelv  remission  of 
their  payroll  taxes  including  those  that  were  withheld.  It  is  paying 
COD  for  the  product  that  they  need  to  resell  in  order  to  pay  the 
rent  and  pay  the  help,  or  paying  the  Government  and  going  out  of 
business. 

When  faced  with  that  dilemma,  it  is  just  too  easy  to  not  pay  the 
Government.  That  really  leads,  as  you  know,  to  great  troubles  and 
great  disasters  and  that  is  just  the  first  step  in  the  demise  of  a 
business. 

Chairwoman  Smith.  Thank  you. 

Mr.  Meehan? 

Mr.  Meehan.  Thank  you,  Madam  Chairwoman. 

Mr.  Cohen  I  was  interested  in  your  testimony  regarding  Social 
Security  and  regarding  the  demographics  of  what  the  future  of  that 
program  is.  I  agree  with  you  in  your  comments  about  the  inability 
of  either  party  to  deal  with  this  crisis.  I  believe  that  we  have  an 
impending  crisis  in  this  country  with  regard  to  Social  Security  and 
how  that  system  is  going  to  survive  decades  from  now. 

My  sense  is  that  both  political  parties  want  to  run  away  from  it 
and  not  deal  with  it.  I  think  the  evidence  is  overwhelming  that 
both  parties  really  are  not  dealing  with  it.  It  says  here  that  Social 
Security  problems  are  problems  from  another  generation  of  politi- 
cians. The  reality  is  that  unless  we  institute  some  significant  re- 
forms now,  the  system  will  collapse. 

I  have  said  publicly  in  my  district,  which  most  political  people 
suggest  I  should  never  mention,  but  without  rolling  back  the  period 
where  people  retire,  the  system  cannot  possibly  survive.  The 
amount  of  money  that  the  next  generation  would  be  paying  in  So- 
cial Security  taxes  and  employees  would  be  paying  in  Social  Secu- 
rity taxes  would  have  such  a  devastating  effect  that  the  system  will 
collapse. 

How  do  we  get  this  on  the  front  burner  here?  The  problem  is 
most  people  who  run  on  a  2-year  election  cycle  want  to  talk  about 
what  they  are  going  to  do  to  save  the  system,  but  there  is  an  im- 
pending crisis.  If  it  is  not  a  crisis  over  the  next  2  years,  so  let 
somebody  else  deal  with  it.  Any  suggestions? 

Mr.  Cohen.  Well,  I  would  say  that  means  testing  has  become  an 
onerous  kind  of  alternative,  because  people  feel  that  the  Govern- 
ment is  reneging.  That  is  the  same  thing  when  they  increase  taxes 
on  the  Social  Security  benefits  that  were  historically  tax-free;  it  is 
very  difficult  to  go  back.  The  reason  they  feel  the  Government  is 
reneging  is  they  feel  they  have  paid  for  that  amount. 

If  you  had  a  system  where  everybody  had  an  account  and  they 
would  have  an  annuity,  just  like  an  insurance  company.  If  we  have 
20  percent  inflation  next  year,  the  insurance  company  paying  you 
your  annuity  is  not  going  to  increase  your  annuity  20  percent,  so 
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that  you  can  maintain  your  standard  of  living.  Everybody  under- 
stands that. 

If  they  felt  they  were  paying  only  for  an  actuary  sound  thing, 
then  they  would  not  expect  more.  The  only  people  who  would  be 
getting  more  would  not  object.  If  you  are  poor  and  on  welfare,  you 
are  not  going  to  be  opposed  to  means  testing.  I  think  that  is  a  par- 
tial solution. 

Mr.  Meehan.  Yes.  I  find  that  it  actually  would  require  when 
someone  would  receive  their  benefits,  Social  Security  benefits,  for 
example,  it  would  show  how  much  was  paid,  how  much  the  interest 
they  accumulated,  at  what  interest  rate,  and  then  how  much  had 
been  taken  out.  I  think  if  people  had  a  better  perspective  and  a 
more  accurate  perspective,  we  could  at  least  begin  a  national  de- 
bate about  what  to  do  about  this  crisis.  This  is  a  bill  that  has  been 
able  to  get  a  lot  of  people  to  go  forth.  It  is  a  first  step.  I  agree  with 
you  that  people  have  a  sense  that  "I  have  paid  in,  and  I  want  to 
get  my  money  back."  The  truth  is,  if  you  look  at  statistics  now 

Mr.  Cohen.  Get  it  back  every  month,  some  of  them. 

Mr.  Meehan.  They  sure  do.  Statistics,  and  you  refer  to  some  of 
them,  2  years  and  4  months  right  now. 

Mr.  Cohen.  What  is  interesting  my  brother  was  for  many,  many 
years  a  Government  employee,  and  recently  passed  away,  but  re- 
tired in  1968.  The  COLA's  are  so  attractive  that  his  pension  ex- 
ceeded many  years  ago  what  he  was  earning  as  an  employee.  Now 
his  total  pension  which  his  widow  is  now  receiving,  is  in  excess  of 
what  somebody  in  his  exact  job  gradewise  is  earning. 

The  Government  has  no  problem  holding  back  increases  for 
working  people  who  are  raising  families  and  paying  off  mortgages 
and  all  those  things;  they  are  limited  to  1,  2,  or  3  percent,  regard- 
less of  inflation.  However,  the  people  who  are  retired  get  their  full 
kick  each  and  every  year.  Since  that  has  a  compounding  effect,  and 
we  had  3  or  4  years  where  we  were  in  double  digits,  around  15 
years  ago.  That  is  still  there.  They  do  not  take  that  away.  That  is 
all  in  there.  It  is  a  bad  system,  but  it  is  hard  to  touch. 

Mr.  Meehan.  Yes.  I  do  not  know  if  it  is  so  difficult  to  do  that 
because  of  the  percentage  of  retirees  that  vote  in  elections.  I  have 
no  idea  if  that  would  have  anything  to  do  with  it,  but  it  might. 

Mr.  Cohen.  Well,  let  me  say  that  NFIB  and  National  Small 
Business  United  try  very,  very  hard  to  bring  things  to  your  atten- 
tion, but  we  are  a  mere  drop  in  the  ocean  compared  to  organiza- 
tions like  AARP  and  what  they  bring  to  your  attention. 

Mr.  Meehan.  Thank  you. 

Chairwoman  Smith.  Just  a  comment,  I  think  that  right  now  we 
have  to  deal  with  the  issue  of  class  warfare.  It  is  being  waged  with 
the  elderly,  the  Medicare  debate.  Just  the  fact  of  slowing  down  the 
growth  helps  restrain  increases  in  the  Medicare  tax.  We  are  being 
called  everything  but  awful  just  for  trying  to  slow  the  growth  down. 

The  class  warfare  debate  is  being  brought  up  right  now  on  every 
night's  news.  For  those  of  us  that  are  trying  to  work  on  keeping 
it  reasonable,  it's  a  real  battle.  I  think  that  that  is  something  that 
you  need  to  address  just  as  an  association  or  as  associations. 

Let  me  see  if  I  can  do  this  right.  Mr.  Baldacci,  welcome  to  the 
subcommittee? 
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Mr.  Baldacci.  Thank  you  very  much.  Thank  you  very  much, 
Madam  Chairman.  It  is  a  pleasure  being  here.  Being  a  new  mem- 
ber of  the  committee  I  am  listening  and  learning.  I  just  want  to  say 
I  enjoyed  the  testimony  from  Mark  and  Roh.  Being  in  business  my 
whole  life  it  is  interesting  to  hear  somebody  else  talk  about  these 
things. 

One  thing  that  I  was  struck  by,  I  notice  that  we  are  doing  the 
burden  of  payroll  taxes.  Was  there  anything  in  the  tax  package 
that  has  been  put  together  by  the  Conference  Committee  that  ad- 
dresses payroll  taxes?  Would  you  know  about  any  of  those? 

Mr.  ISAKOwrrz.  I  think  the  answer  to  that  is  no.  I  think  it  prob- 
ably has  to  do  with  the  fact  that  we  are  in  an  atmosphere  where 
botn  parties  have  promised  not  to  touch  Social  Security  in  the 
budget  deliberations.  The  plan  then  is  for  now  to  keep  your  hands 
off  the  financing  of  those  programs. 

Mr.  Baldacci.  There  is  nothing  in  the  tax  package  by  the  House 
and  Senate  Committees  on  Conference  that  is  going  to  alleviate  the 
burden  of  payroll  taxes  on  small  businesses? 

Mr.  ISAKOWITZ.  Obviously,  in  the  near  term  in  terms  of  a  tax 
going  down,  the  answer  to  that  would  be  no,  but  in  the  long-term, 
as  Ms.  Smith  indicated,  fixing  Medicare  in  a  way  that  does  not 
raise  payroll  taxes — in  the  field  we  have  a  notion  that  the  A  part, 
or  the  portion,  of  the  Medicare  tax  would  by  the  year  2050  be  triple 
what  it  is  now.  I  think  by  fixing  the  entitlement  programs  you  have 
gone  a  long  way  to  at  least  not  make  the  situation  worse.  The  an- 
swer to  your  question,  however,  is  that  there  is  nothing  in  the  near 
term. 

Mr.  Baldacci.  Well,  let  me  just  follow  up  on  that,  Mark.  Do  you 
think  realistically  that  if  you  take  $200  billion  out  of  Medicare  you 
are  going  to  reform  it  and  the  employers  of  the  world  are  not  going 
to  be  responsible  for  picking  up  the  tab,  because  maybe  too  many 
people  are  afraid  to  say  too  many  things  to  the  senior  population? 

Do  you  think  there  is  more  of  a  likelihood  if  that  goes  through 
that  tne  employees  would  be  the  only  ones  around  to  nave  the  pre- 
miums of  the  many  pay'  the  penalties  for  the  few?  I  mean,  I  would 
be  concerned  about  it  as  an  employer  because  I  have  seen  in  a  20- 
year  period  that  taxes  increase,  not  decrease.  I  think  the  attitude 
of  most  employers  is  "Do  not  promise  me  you  are  going  to  cut 
taxes,  just  do  not  take  any  more  from  me."  That  would  be  the  gen- 
eral attitude. 

Mr.  ISAKOWITZ.  Right. 

Mr.  Baldacci.  You  are  not  concerned  about  that,  or  the  organi- 
zation is  not  concerned  about  being  the  only  sort  of  target  around 
to  pick  up  the  slack  if  that,  in  fact,  happens? 

Mr.  ISAKOWITZ.  We  have  traditionally  been  the  only  target,  and 
that  is  precisely  the  point  I  am  making.  To  the  extent  Medicare  is 
going  to  go  bankrupt  in  7  years,  this  time,  I  am  sensing,  we  are 
not  the  only  target,  that  reforming  the  program  is  the  target.  If 
Medicare  reform  is  done  right,  if  it  is  just  a  big  gift  to  the  private 
sector,  then  it  causes  us  a  different  problem  entirely. 

Mr.  Baldacci.  I  am  learning.  If  the  hospitals  are  not  getting  re- 
imbursed and  they  are  looking  for  a  private  insurance  company, 
and  most  of  our  small  employers  have  those  private  insurance  com- 
panies, there  is  going  to  be  a  cost  shift.  If  there  is  a  cost  shifl,  that 
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means  my  health  insurance  premiums  are  going  to  go  up  because 
I  happen  to  have  private  health  insurance — especially  in  the  rural 
parts  of  this  country,  where  we  are  more  dependent  on  the  hos- 
pitalization maybe  in  those  kind  of  limited  choices,  in  the  rural 
areas  like  I  represent.  The  other  issue  I  just  wanted  to  raise 

Mr.  Cohen.  May  I  say  that  we  agree  with  you  and  we  know  that 
if  there  will  definitely  be  a  cost  shifting  that  will  negatively  impact 
small  business  if  the  Medicare  reform  is  not  a  reform  that  provides 
alternative  financing  to  the  payroll  tax  and  not  just  an  elimination 
of  benefits  to  be  provided  by  others.  Those  "others"  are  going  to  be 
the  small  business  people  because  we  are,  for  the  most  part,  unable 
to  have  effective  managed  care  programs  because  of  our  small  size. 

Mr.  Baldacci.  I  just  want  to  commend  the  chair  and  the  sub- 
committee for  holding  the  hearing  on  these  issues,  because  I  think 
these  issues  are  a  definite  strain,  as  you  have  pointed  out  Mark, 
on  small  business  people.  I  just  think  that  we  need  to  be  very  sen- 
sitive about  what  we  are  doing.  I  am  just  very  concerned  about 
that. 

I  wanted  to  express  that  because  I  just  do  not  see  anything  on 
the  horizon  there,  other  than  the  President's  proposal,  which  is  to 
increase  the  health  insurance  deduction  to  50  percent.  That  im- 
pacts an  awful  lot  of  the  taxes  that  we  pay,  and  that  would  be  a 
nice  deduction  to  have  in  the  small  business.  Maybe  it  would  stim- 
ulate more  people  being  in  small  businesses. 

I  just  wanted  to  commend  the  Chair  and  the  subcommittee  for 
holding  these  hearings. 

Thank  you. 

Chairwoman  Smith.  Both  of  you,  one  thing  that  seems  to  be 
missing  from  your  testimony  is  that  in  a  lot  of  the  payroll  area  it 
seems  that  Government  has  picked  up  a  lot  of  the  personal  respon- 
sibility of  individuals.  I  sat  and  listened.  All  of  these  programs,  I 
looked  back  and  I  found  where  they  all  began.  Before  those  pro- 
grams, we  were  individually  responsible  and  then  we  decided  to  let 
the  employers  pick  up  the  charge. 

I  would  think  any  reform  that  would  keep  the  payroll  taxes  down 
would  have  to  go  back  to  society  looking  at  responsibility  as  an  in- 
dividual, not  as  my  employer  taking  care  of  me  or  the  CJovernment 
taking  care  of  me. 

Very  quickly,  because  we  have  the  next  panel,  are  you  surveying 
your  membership  on  what  the  society  should  be  doing  to  begin 
with?  I  mean,  it  is  a  basic  question,  but  it  does  drive  the  rate. 

Mr.  ISAKOWITZ.  Yes.  To  the  extent  that  you  can  do  survey  ques- 
tions like  that,  we  do.  We  are  continually  trying  to  get  a  gauge  on 
that  question.  I  think  you  went  to  the  problem  that  Mr.  Cohen 
mentioned,  which  is  many  people  feel  that  they  have  paid  in  and 
they  may  feel  threatened  by  any  change  in  what  the  benefits  are 
to  older  folks. 

When  we  are  talking  about  what  various  people  in  town  have 
done,  but  for  the  record,  the  last  increase,  effective  increase,  in 
payroll  taxes  was  in  1993  and  the  cap  for  the  HI  portion  Medicare 
was  completely  lifted.  That  is  the  most  recent  increase,  and  hope- 
fully we  will  stop  that  for  a  while. 

Chairwoman  Smith.  Thank  you. 

Yes? 
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Mr.  Baldacci.  May  I? 

Chairwoman  Smith.  Yes. 

Mr.  Baldacci.  My  understanding  was  that  was  done  so  that  the 
system  did  not  go  loankrupt.  Wasn't  that  part  of  the  reason  why 
tnat  was  done? 

Mr.  ISAKOWITZ.  It  may  have  been.  I  was  pointing  up  that  the  last 
time  the  payroll  was  increased  was  as  recently  as  1993,  and  I  just 
wanted  to  point  that  out. 

Mr.  Cohen.  The  question  that  we  have  to  ask  is  why  is  the  HI 
portion  of  Medicare — or  why  is  Medicare  itself  part  of  an  employ- 
er's obligation  to  cover  the  general  population?  That  is  the  real 
question. 

Chairwoman  Smith.  Thank  you.  With  every  comment  comes  an- 
other question  from  myself  also.  Thank  you  very  much  both  of  you. 

Our  next  witnesses  are  Mr.  Mark  Iwry,  benefits  tax  counsel,  the 
Office  of  Tax  Policy,  the  U.S.  Treasury  Department;  and  Peter  J. 
Ferrara,  senior  fellow.  National  Center  for  Policy  Analysis. 

Gentlemen? 

We  are  going  to  begin  with  Mr.  Iwry  of  the  Office  of  Tax  Policy 
at  the  U.S.  Treasury  first.  Thank  you  for  coming.  I  will  not  intro- 
duce you  any  further  than  that,  and  ask  you  to  begin, 

TESTIMONY  OF  J.  MARK  IWRY,  BENEFITS  TAX  COUNSEL, 
OFFICE  OF  TAX  POLICY,  U.S.  DEPARTMENT  OF  THE  TREASURY 

Mr.  Iwry.  Thank  you,  Madam  Chair,  distinguished  members  of 
the  subcommittee.  I  have  a  longer  statement  for  the  record,  and  I 
would  like  to  summarize  it,  if  I  may? 

Chairwoman  Smith.  Thank  you. 

Mr.  Iwry.  I  appreciate  the  opportunity  to  appear  before  the  sub- 
committee today.  I  am  pleased  to  present  the  views  of  the  Treasury 
Department  on  the  impact  of  payroll  taxes  on  small  business. 

The  administration  recognizes  the  importance  of  small  business 
to  the  economy  and  has  strongly  supported  and  will  continue  to 
support  the  goal  of  assisting  and  strengthening  small  business.  The 
growth  of  small  business  is  an  important  objective  for  the  adminis- 
tration, and  we  are  continually  looking  for  ways  to  reduce  the  tax 
and  compliance  burdens  on  small  business. 

The  payroll  taxes  are  the  means  used  to  finance  this  Nation's 
vital  social  insurance  programs.  The  revenues  that  are  collected 
from  payroll  taxes  are  transferred  directly  into  a  number  of  trust 
funds  that  are  used  to  provide  retirement,  survivors,  disability, 
health,  and,  in  conjunction  with  State  programs,  unemployment 
compensation  benefits  for  millions  of  Americans. 

Currently,  over  half  of  the  elderly  in  the  United  States  rely  on 
Social  Security  retirement  benefits  to  keep  them  from  living  in  pov- 
erty. The  future  financial  condition  of  these  programs  is  extremely 
important.  As  you  know  the  early  OASDI  Program  is  projected  to 
be  in  long-term  deficit;  although,  the  outlook  through,  roughly,  the 
first  quarter  of  the  next  century  is  still  good. 

Last  year,  the  Secretary  of  Health  and  Human  Services  ap- 
pointed the  Quadrennial  Advisory  Council  on  Social  Security  and 
charged  it  with  addressing  the  long-range  financial  status  of  the 
OASDI  Program.  The  Advisory  Council  is  expected  to  complete  its 
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work  later  this  year,  and  we  look  forward  to  its  findings  and  rec- 
ommendations. 

At  the  subcommittee's  request,  we  have  provided  a  table  that 
shows  the  percentage  composition  of  Federal  receipts  from  1965 
through  1994.  The  table  that  you  will  find  this  attached  to  the 
written  testimony  that  we  have  submitted,  shows  that  in  fiscal 
year  1965  social  insurance  taxes  and  contributions — which  include 
FICA,  SECA,  FUTA  revenues,  and  other  contributions — rep- 
resented 19  percent  of  Federal  receipts.  In  1994,  they  accounted  for 
nearly  37  percent. 

Their  relative  growth  is  due,  in  part,  to  the  growth  in  benefits 
in  the  earlier  part  of  the  period  and  to  increases  in  the  later  part 
of  the  period  in  payroll  tax  rates  and  taxable  wage  bases  required 
to  fund  benefits  that  have  been  promised.  The  increases  were 
mecessotated  by  demographic  factors  such  as  changes  in  the  rel- 
ative ages  of  the  population  and  the  increased  life  expectancy  of  the 
elderly. 

The  subcommittee  has  expressed  interest  in  the  extent  to  which 
the  Social  Insurance  Taxes  and  Contributions  component  of  Fed- 
eral tax  revenues  is  specifically  attributed  to  small  businesses. 
'Table  3,"  attached  to  my  testimony,  gives  a  breakdown  of  total  So- 
cial Insurance  Taxes  and  Contributions  into  its  FICA,  SECA, 
FUTA,  and  other  components  for  1993  through  1994. 

It  may  reasonably  be  assumed  that  the  SECA  payments  can  be 
attributed  to  small  business  activities,  we  do  not  have  tax  data 
that  directly  allows  us  to  disaggregate  FICA  and  FUTA  contribu- 
tions by  the  size  of  the  firm. 

Nevertheless,  the  "Small  Business  Administration's  1994  Hand- 
book" indicates  that  firms  with  less  than  500  employees  account  for 
about  48  percent  of  payroll,  which  implies  that  these  firms  would 
also,  presumably,  account  for  approximately  that  same  percentage 
of  FICA  taxes. 

Employers,  as  we  know  generally  today,  pay  half  of  Social  Secu- 
rity taxes  themselves  and  withhold  the  other  naif  from  their  work- 
ers' wages.  It  is  generally  accepted,  though,  that  the  true  incidence 
of  both  the  employer  and  the  employee  portions  of  social  insurance 
taxes  ultimately  falls  on  the  worker. 

Most  economists  view  the  employer  portion  of  payroll  taxes  as  a 
component  of  workers'  total  compensation.  If  payroll  taxes  increase, 
businesses  may  in  principle  raise  prices,  accept  lower  profits,  or 
pass  the  costs  back  to  the  worker. 

Assuming  that  workers  do  not  increase  their  hours  of  work  great- 
ly in  response  to  a  reduction  in  net  wages,  firms  are  generally  ex- 
pected to  pass  the  increased  costs  of  payroll  taxes  back  to  employ- 
ees by  reducing  other  forms  of  compensation,  such  as  wages  or 
fringe  benefits. 

Labor  contracts  and  other  constraints  may  delay  the  adjustment, 
although  a  number  of  empirical  studies  indicate  that,  in  general, 
firms  are  able  to  shift  nearly  all  of  the  costs  to  their  workers  within 
a  year  and  a  half. 

Even  if  minimum  wage  requirements  and  other  labor  market 
constraints  make  such  a  shift  more  difficult  in  some  cases,  it  is  be- 
lieved that,  in  general,  the  cost  of  payroll  taxes  is  ultimately  borne 
by  the  worker,  rather  than  the  employer.  Therefore,  it  is  antici- 
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pated  that  increases  in  payroll  taxes  are  more  likely  to  reduce 
wages — or  limit  wage  increases — than  to  reduce  employers'  demand 
for  labor. 

The  impact  of  lower  wages  on  the  supply  of  labor  is  uncertain. 
For  example,  lower  wages  make  work  less  attractive,  but,  on  the 
other  hand,  they  might  also  induce  people  to  spend  more  hours 
working  harder  to  support  their  families. 

Most  economists  would  agree  that  payroll  taxes  have  limited 
macroeconomic  effects  on  employment,  at  least  over  the  range  of 
rates  observed  in  this  country.  Other  factors,  including  changes  in 
the  strength  of  the  economy,  appear  to  play  more  of  a  role  in  deter- 
mining year-to-year  changes  in  aggregate  levels  of  employment. 

Now,  you  have  asked  whether  the  Treasury  Department  has  any 
specific  recommendations  or  proposals  to  relieve  the  burden  of  pay- 
roll taxes  on  small  business.  As  I  noted  earlier,  the  Advisory  Coun- 
cil on  Social  Security  is  currently  reviewing  the  status  of  the  Social 
Security  trust  funds  in  relation  to  the  long-term  commitments  of 
the  Social  Security  Programs,  including  financing  issues  and  the 
long-range  financial  status  of  the  program. 

In  order  to  evaluate  any  possible  changes  to  the  payroll  taxes,  it 
is  important  to  view  the  payroll  taxes  in  the  context  of  the  financ- 
ing requirements  for  the  entire  Social  Security  System.  Accord- 
ingly, we  believe  that  we  should  wait  to  see  the  Advisory  Council's 
report. 

In  the  meanwhile,  the  administration  has  been  working  to  reduce 
general  tax  compliance  burdens  on  small  business  and  has  pro- 
vided significant  tax  relief  for  small  business  and  for  low-income 
workers.  I  have  noted  that  most  economists  believe  the  cost  of  pay- 
roll taxes  generally  falls  on  the  worker  in  the  form  of  lower  after- 
tax wages. 

The  administration  is  concerned  about  the  increasing  difficulty 
that  low-income  people  have  experienced  in  raising  their  standard 
of  living  and  have  taken  active  steps  to  assist  low-income  workers. 
In  1993,  the  administration  proposed,  and  Congress  enacted,  a 
major  expansion  of  the  earned  income  tax  credit  that  can  be 
claimed  by  taxpayers  on  their  individual  returns. 

The  administration  opposes  reduction  of  the  earned  income  tax 
credit.  As  you  know,  the  EITC  is  a  refundable  tax  credit  that  is 
available  to  low-  and  moderate-income  workers  who  have  earned 
income  and  who  meet  certain  income  thresholds. 

The  administration  has  also  taken  a  number  of  steps  to  provide 
overall  tax  relief  for  small  businesses  and  to  reduce  their  adminis- 
trative burdens.  For  example,  we  have  supported  the  permanent 
extension  and  increase  of  the  tax  deduction  for  the  cost  of  health 
insurance  for  self-employed  individuals  and  their  families. 

We  have  clarified  that  subchapter  S  corporations  may  enter  into 
partnerships  with  partners  that  could  not  themselves  qualify  as  S 
corporations,  including  nonresident  aliens,  thereby  providing  S  cor- 
porations with  the  flexibility  in  raising  additional  capital  and  struc- 
turing their  business  relationships. 

We  proposed  in  1993  an  increase  in  the  amount  of  capital  invest- 
ment that  businesses  can  expense  from  $10,000  to  $25,000  in  order 
to  reduce  the  cost  to  small  business  of  items  that  increase  their 


19 

productivity,  such  as  office  machinery,  computers,  and  copiers — 
Congress  increased  the  expensing  Hmit  up  to  $17,500. 

In  addition,  we  have  made  several  recent  proposals  to  reduce  ad- 
ministrative and  legal  compliance  costs  imposed  on  small  busi- 
nesses. We  recently  proposed  that  an  unincorporated  entity  be  al- 
lowed to  elect  to  be  treated  as  a  partnership  by  simply  checking  a 
box  on  its  tax  return.  This  simple  election  will  replace  the  applica- 
tion of  a  complicated  set  of  criteria  that  have  resulted  in  complexity 
and  uncertainty. 

The  new  "check-the-box"  rule  has  been  uniformly  applauded  by 
taxpayers.  Also,  we  recently  proposed  a  Simplified  Tax  and  Wage 
Reporting  System  that  will  ultimately  enable  an  employer  to  file  a 
single  return  providing  payroll  information  electronically,  thus 
eliminating  the  need  to  file  similar  data  in  a  number  of  different 
places. 

On  the  legislative  front,  as  Mr.  Baldacci  mentioned,  the  Presi- 
dent has  proposed  further  increasing  of  the  self-employed  health 
insurance  deduction  to  50  percent.  This  will  further  reduce  the  dis- 
parity in  tax  treatment  between  self-employed  individuals  and  em- 
ployees. 

Just  2  weeks  ago  at  the  White  House  Conference  on  Small  Busi- 
ness, the  President  proposed  a  package  of  pension  simplification 
proposals  including  several  elements  of  particular  benefit  to  small 
employers. 

Among  other  things,  this  package  proposed  elimination  of  the 
family  aggregation  rule,  which  greatly  complicates  nondiscrimina- 
tion testing,  especially  for  family  owned  and  operated  businesses, 
and  unfairly  prevents  family  members  from  receiving  the  full  re- 
tirement benefits  that  they  could  have  received  if  there  were  unre- 
lated employees. 

The  proposal  also  includes  a  new,  very  simple  retirement  plan 
specifically  designed  for  businesses  with  100  or  fewer  employees, 
the  National  Employees  Savings  Trust,  or  "NEST."  Currently,  as 
you  know,  tax-favored  retirement  plans  maintained  by  small  busi- 
ness are  generally  subject  to  the  same  tax  qualification  rules  as 
t£ix-favored  retirement  plans  maintained  by  large  employers.  How- 
ever, the  administrative  costs  and  complexities  of  complying  with 
these  rules  are  sometimes  burdensome  for  small  businesses — and 
in  many  cases  discourage  a  small  firm  from  even  having  a  plan  at 
all. 

The  NEST  is  designed  to  address  this  problem.  It  would  operate 
through  individual  IRA  accounts  for  employees  and  would  be  sub- 
ject to  much  simpler  rules  than  ordinary  401(k)  plans  or  other  tax- 
favored  employer  plans. 

The  NEST  program  would  allow  small  businesses  to  give  owners 
and  employees  tax-deferred  401(k)-type  retirement  savings  without 
having  to  comply  with  and  perform  complicated  nondiscrimination 
rule  testing  such  as  compliance  with  the  so-called  "top-heavy" 
rules,  without  having  to  file  employer  reports  with  the  Grovern- 
ment,  and  without  having  to  make  investment  decisions  on  behalf 
of  employees. 

The  administration  has  taken  important  steps  to  reduce  compli- 
ance and  tax  burdens  on  small  businesses. 
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Reforms  to  the  current  Social  Security  System,  including  possible 
changes  to  its  method  of  financing,  are  currently  being  considered, 
as  I  have  mentioned,  by  the  Advisory  Council  on  Social  Security. 
Any  proposals  to  reduce  payroll  taxes  for  small  business  should 
take  into  account  the  potential  impact  on  the  financial  health  of 
the  programs  that  are  funded  by  the  payroll  tax  and  the  need  to 
maintain  the  integrity  of  Social  Security  and  Medicare  trust  funds. 

We  would  be  happy  to  work  with  the  Congress  in  examining  al- 
ternatives that  can  satisfy  these  objectives. 

Madam  Chair,  I  would  be  happy  to  answer  any  questions  that 
you  or  the  other  members  of  the  subcommittee  might  have. 

Chairwoman  Smith.  Thank  you.  I  think  we  will  wait  until  Mr. 
Ferrara  speaks,  and  then  we  will  have  questions.  Thank  you. 

Mr.  Ferrara? 

[Mr.  Iwry's  statement  may  be  found  in  the  appendix.] 

TESTIMONY  OF  PETER  J.  FERRARA,  SENIOR  FELLOW, 
NATIONAL  CEP^ER  FOR  POLICY  ANALYSIS 

Mr.  Ferrara.  Thank  you.  Madam  Chairman. 

The  analysis  that  was  presented  by  the  Treasury  Department 
that  the  impact  is  borne  mostly  by  workers  is  generally  accepted 
by  economists,  and  I  think  he  is  generally  correct.  The  only  way  in 
which  this  burden,  I  think,  can  ultimately  be  suggested  to  impact 
small  business  more  heavily  than  larger  businesses,  the  only  way 
the  employer  controls  the  tax  burden  is  that  he  simply  can  lay  on 
or  refuse  to  hire  a  worker  if  the  compensation  he  has  to  pay  is 
higher  than  the  productivity  of  the  worker. 

If  the  payroll  tax  is  raised  and  he  effectively  is  having  to  pay 
workers  more  than  he  is  getting  out  of  productivity,  he  will  not 
continue  to  employ  workers;  he  will  simply  lay  the  workers  off. 
Through  that  the  employer  avoids  the  undue  burden,  the  extra  bur- 
den, from  the  payroll  tax. 

What  happens  is  it  is  easy  for  a  large  business  to  cut  back  on 
its  work  force.  If  you  have  got  10,000  employees,  you  reduce  20,  30, 
or  40  employees,  you  spread  the  work  over  your  remaining  work 
force,  and  you  shift  your  burden  back  to  the  workers. 

What  if  you  have  only  got  five  employees  or  four  employees  or 
three  employees?  If  you  have  to  lay  off  a  worker  in  order  to  avoid 
the  burden  of  the  payroll  tax,  you  have  to  cut  back  your  business 
by  your  total  work  force  by  20  percent  or  25  percent  or  33  percent. 

The  question  is  do  your  small  businesses  really  have  the  same 
flexibility  to  spread  tne  work  among  the  remaining  workers  the 
way  the  large  businesses  do?  I  would  suggest  that  they  do  not. 
They  still  do  not  bear  the  burden  of  the  payroll  tax,  but  maybe  you 
have  just  forced  the  small  business  out  of  business. 

I  would  submit  that  that  is  what  is  occurring  as  a  result  of  the 
payroll  tax,  that  many  small  businesses  cannot  startup  or  are 
being  forced  out  of  business  altogether.  In  order  to  avoid  the  bur- 
den of  the  payroll  tax,  when  they  find  that  they  cannot  operate, 
they  cannot  employ  the  work  force  they  need  to  be  able  to  function 
because  they  have  a  smaller  work  force  and  they  do  not  have  the 
same  flexibility  that  our  company  does. 

I  would  submit  that,  in  fact,  yes,  you  do  have  a  bigger  burden 
here  on  small  businesses  than  on  large  businesses.  I  also  would 
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dispute  the  testimony  of  the  Treasury  Department  that  there  is  a 
small  impact  on  employment.  The  payroll  tax  is  a  tax  on  employ- 
ment. That  is  what  you  are  taxing.  If  you  hire  someone,  you  trigger 
the  payroll  tax. 

The  burden  of  15  percent,  we  have  some  studies  at  the  National 
Center  of  Public  Policy  Analysis  that  suggests  that  the  payroll  tax 
increases  that  occurred  in  1988  and  1990  alone  eliminated  almost 
1  million  jobs.  The  result  of  taxing  something  is  always  that  you 
get  less  of  it.  The  result  of  15  percent  tax  on  employment  is  that 
you  are  going  to  get  less  employment. 

I  would  suggest  that  we  see  the  increase  of  unemployment  that 
we  have  seen  occur  since  the  1970's  where  we  were  unable  to  get 
the  unemployment  rate  down  to  4  percent  or  below  down  to  6  per- 
cent is  considered  a  great  performance  and  we  are  perfectly  happy 
with  that. 

I  would  submit  that  that  is  in  large  measure  due  to  the  tremen- 
dous growth  in  payroll  taxes  that  have  occurred  starting  in  the 
1970's.  Therefore,  this  total  payroll  tax  rate  of  15  percent  presents 
a  huge  burden,  destroying  millions  and  millions  of  jobs. 

Even  worse  than  this  is  to  look  at  where  this  total  tax  burden 
is  going.  Now,  in  my  written  testimony  I  included  some  tables  at 
the  end  that  come  right  out  of  the  Government's  own  official  re- 
ports. Table  16.2,  on  page  5,  take  a  look  at  where  the  total  tax  bur- 
den is  going. 

Here  undier  the  so-called  "Intermediate  Assumptions,"  if  you  look 
at  what  the  total  payroll  taxes  are  going  to  have  to  be  to  pay  all 
cost  benefits  on  Social  Security  and  Medicare,  by  the  time  a  young 
worker  retires  today,  you  can  look  under  2040,  roughly,  a  voung 
worker  in  the  work  force  today,  by  the  time  thev  retire  it  will  have 
to  be  about  27  percent,  the  total  payroll  tax  which  is  today  about 
15.3  percent,  would  have  to  increase  to  about  27  percent. 

That  is  almost  double  the  current  payroll  tax  rate.  That  is  under 
the  so-called  intermediate  assumptions.  If  you  look  at  the  Social 
Security  Trustees'  report,  which  is  under  the  intermediate  assump- 
tions, the  numbers  varied  greatly  between  the  intermediate  as- 
sumptions and  the  pessimistic  assumptions. 

There  are  good  reasons  why  that  will  probably  continue  in  the 
future.  One  reason  is  that  the  intermediate  assumptions  assume 
that  wages  are  going  to  go  up  twice  as  fast  over  the  next  75  years 
as  they  have  over  the  last  25  years. 

Over  the  last  25  years,  according  to  the  Social  Security  Adminis- 
tration's own  data,  wages  have  grown  about  V2  of  1  percent  a  year; 
the  intermediate  assumptions  assume  that  they  are  growing  at 
double  that  rate,  at  1  percent.  It  is  the  pessimistic  assumptions 
that  assume  that  they  will  continue  to  grow  at  V2  of  1  percent. 

In  addition,  the  intermediate  assumptions  assume  that  the  rate 
of  increase  in  life  expectancy  will  be  slower  over  the  next  75  years 
than  it  has  been  over  the  last  50  years.  Well,  if  you  look  at  what 
is  developing  in  modem  science  and  health  care,  you  would  be 
thinking  quite  the  opposite.  It  will  increase,  life  expectancy  will  in- 
crease, even  faster  over  the  next  75  years  than  it  has  over  the  last 
50  years.  Even  under  the  pessimistic  assumptions,  they  only  as- 
sume that  life  expectancy  will  increase  at  the  same  rate  as  over  the 
last  50  years. 
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If  we  look  at  page  6  of  this  testimony,  of  the  written  testimony, 
in  the  year  2040,  according  to  the  Grovernment's  own  projections 
under  the  so-called  "Pessimistic  Assumptions,"  the  payroll  tax  rate 
will  have  to  be  over  41  percent.  The  15.3  percent  we  have  today 
will  have  to  be  over  41  percent. 

Now,  if  the  payroll  tax,  in  fact,  harms  small  businesses  more 
than  larger  businesses,  these  huge  payroll  tax  rates  of  26  percent 
or  41  percent  would  constitute  huge  benefits  in  the  economy 
against  small  businesses.  In  effect,  we  would  be  forcing  the  econ- 
omy into  larger  and  larger  businesses,  and  thus  forcing  more  and 
more  small  businesses  out  of  business  altogether.  In  addition,  they 
will  have  a  huge  impact  in  unemployment. 

In  fact,  I  would  submit  the  country  will  never  generate  the  reve- 
nues that  would  be  projected  by  such  tax  rates.  If  you  try  to  double 
or  triple  the  payroll  tax,  you  would  so  damage  the  economy  you 
would  never  approach  the  revenues  you  need  to  get  to  finance  the 
promised,  which  leads  to  the  conclusion  that  you  cannot  finance  the 
promised  benefits.  Not  even  by  raising  the  taxes  will  you  ever  be 
able  to  finance  all  of  these  promised  benefits. 

What  can  be  done  about  this?  What  I  submit  that  we  do  is  exam- 
ine the  move  toward  the  private  sector  that  has  occurred  recently 
in  the  South  American  country  of  Chile,  and  has  been  adopted  by 
other  countries,  a  proposal  where  you  have  allowed  workers  the  op- 
tion of  instead  of  paying  into  a  Government  Social  Security  System 
to  pay  into  a  private,  alternative  IRA  system.  Those  IRA  funds  are 
then  invested  for  market  returns. 

There  are  a  number  of  studies  that  have  been  done  that  show 
that  today's  young  workers  can  now  earn  far,  far  higher  terms  in 
benefits  paying  into  the  private  system  than  they  could  get  under 
Social  Security,  even  if  all  of  the  proper  benefits  were  paid. 

Even  if  the  benefits  were  paid  and  the  current  taxes  remained 
in  force,  the  real  rate  of  return  paid  by  Social  Security  for  most 
workers  would  be  1  percent  or  less.  For  many  workers,  they  will 
be  getting  negative  interest  on  what  they  are  paying  into  Social  Se- 
curity. 

In  Chile  they  have  reduced  the  total  taxes  that  you  had  to  pay 
into  the  private  system.  They  are  now  about  40  percent  less  than 
the  taxes  you  had  to  pay  into  the  old  Social  Security  System,  but 
the  benefits  are  50  to  75  percent  higher  coming  out  of  the  private 
system  because  the  returns  are  better. 

I  have  been  doing  some  calculations.  I  have  estimated  that  in- 
stead of  paying  15  percent,  you  could  pay  10  percent  into  a  private 
system  and  get  better  benefits  than  the  young  workers  are  going 
to  get  imder  Social  Security  in  the  future.  You  could  reduce  the 
payroll  tax  burden  by  one-third,  effectively,  by  having  people  invest 
through  this  private  alternative-invested  system. 

My  written  testimony  goes  into  great  detail,  or  some  detail,  about 
how  Chile  worked.  In  1981  they  adopted  the  program.  Workers 
there  put  10  percent  into  a  private  investment  account.  They  put 
additional  funds  into  this  account  to  pay  for  life  insurance  to  cover 
the  same  benefits  as  the  survivors  benefits  paid  by  the  old  system. 
They  have  got  private  disability  insurance  to  cover  the  private  dis- 
ability benefits.  They  have  got  private  health  insurance  to  cover 
the  retirement  health  benefits. 
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Since  1981,  over  90  percent  of  workers  have  chosen  the  private 
system.  It  is  enormously  popular  in  Chile.  All  political  parties  now 
vigorously  support  it.  The  labor  movement  now  vigorously  support 
it.  Labor  leaders  suggest  it  is  the  best  thing  that  has  ever  hap- 
pened to  the  Chilean  workers. 

In  fact,  we  are  reaching  a  point  that  in  less  than  10  years  the 
average  Chilean  worker  will  have  more  assets  than  the  average 
American  worker,  because  they  are  accumulating  assets  at  a  rapid 
pace  in  these  private,  individual  retirement  accounts,  and  the 
American  workers  assets  are  stagnant. 

Although  American  workers  today  are  earning  higher  assets — 
and  American  workers  have  much  higher  wages — but  the  Chilean 
workers  are  accumulating  so  much  funds  through  this  investment 
account  that  they  are  rapidly  catching  up,  and  we  will  reach  a 
point  in  less  than  10  years  where  they  have  passed  the  American 
workers. 

They  have  adopted  a  similar  system  now  in  Argentina,  Peru,  Co- 
lumbia, and  spreading  across  other  countries.  North  American  in- 
vestment firms  that  have  gone  down  to  Chile  and  Argentina  have 
set  up  subsidiaries  there  and  they  invest  funds  on  behalf  of  the 
workers,  and  they  see  how  well  the  system  works.  Many  of  them 
are  now  openly  supporting  a  similar  form  for  the  United  States. 

There  are  many  groups  organizing  behind  this  concept,  many 
think-tanks  organizing  major  efforts.  I  think  it  is  a  major  coming 
issue.  I  would  suggest  that  this  would  be  the  way  to  nelp  small 
businesses  reduce  the  burden  of  payroll  taxes  on  them. 

I  will  be  glad  to  answer  any  questions. 

[Mr.  Ferrara's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  I  can  always  figure  out  how  to  set  up  sys- 
tems for  the  future.  In  fact,  we  do  have  to  go  that  way.  We  have 
to  find  ways  to  take  care  of  ourselves.  When  you  do  that,  it  always 
works  better. 

But  on  the  current  system,  Mr.  Iwry  testified  that  half  of  those 
on  Social  Security  basically  would  be  in  poverty  without  it,  other- 
wise they  are  in  the  lower  levels  of  income.  Half  obviously  are  not, 
and  those  would  be  the  ones  we  could  help  opt  out,  even  if  they 
are  elderly.  There  are  those  that  are  going  in  we  can  help  figure 
out  ways  to  opt  out.  Then  you  do  have  that  50  percent  that  are  ba- 
sically only  surviving. 

Did  these  countries  ever  have  such  a  huge  need  as  we  have  in 
the  United  States  by  such  a  large  population  of  people?  What  did 
they  do  with  them? 

Mr.  Ferrara.  Well,  first  of  all,  you  take  the  example  of  how  the 
Chilean  system  works,  they  get  better  benefits  out  of  the  private 
system  than  they  did  out  of  the  former  public  system.  The  people 
who  are  most  in  need  benefited  the  most  out  of  the  transition.  The 
lower-income  workers  benefited  the  most  because  these  funds  are 
invested  and  they  are  earning  higher  returns. 

Chairwoman  Smith.  Mr.  Ferrara,  the  people  right  now  who  are 
70  to  100  years  old  who  say,  "I  am  only  surviving  right  now,"  they 
have  taken  their  money  out  of  the  system,  they  are  on  Social  Secu- 
rity. Were  there  none  of  those  people  in  these  other  countries? 

Mr.  Ferrara.  Let  us  separate  it. 
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Chairwoman  Smith.  We  are  talking  about  two  different  things. 
I  am  talking  about  the  retired,  not  those  who  will  retire. 

Mr.  Ferrara.  They  continue  to  pay  all  of  the  benefits  that  are 
promised  under  the  old  system. 

Chairwoman  Smith.  OK. 

Mr.  Ferrara.  You  do  not  take  away  anyone's  benefits  as  part  of 
this  arrangement. 

Chairwoman  Smith.  I  am  in  my  40's.  What  do  they  do  with  those 
who  are  between  40  and  65? 

Mr.  Ferrara.  Say,  you  are  40  years  old  in  Chile  and  you  volun- 
teer to  go  into  the  private  system,  as  almost  everyone  did,  what 
they  do  is  they  give  you  a  recognition  bond,  to  recognize  the  past 
taxes  you  have  paid  into  the  old  system.  It  goes  into  your  old  IRA, 
and  that  is  one  of  your  investments. 

It  is  like,  say,  you  invested  in  a  Government  bond  and  so  you 
have  a  bond.  Then,  when  you  reach  retirement,  you  take  the  funds 
in  your  IRA  and  you  buy  an  annuity  with  it,  or  you  can  just  live 
off  the  interest  or  make  periodic  withdrawals.  That  is  one  of  the 
assets  in  your  account,  which  you  can  then  turn  in  pieces  over  the 
years. 

Do  they  have  another  payroll  system  that  supports  those  others 
that  are  there,  or  is  it  just  general  taxes  that  are  supporting  those 
that  are  on  the  system,  the  quite  elderly  and  those  on  the  welfare 
system? 

What  they  did  in  order  to  finance  the  people  who  are  currently 
on  the  system  half  they  financed  by  issuing  bonds  to  raise  the 
money  and  half  they  financed  by  cutting  other  Government  spend- 
ing so  they  would  have  the  funds  available  for  those. 

The  system  they  adopted  was  Milton  Friedman's  idea.  The  Chil- 
ean economists  who  adopted  it  had  gotten  their  Ph.D.'s  from  the 
University  of  Chicago,  and  they  had  studied  under  him,  so  this  is 
an  American  idea  that  was  adopted  in  Chile  first.  Friedman's  argu- 
ment is  the  way  you  finance  a  transition  is  you  issue  bonds  to  ex- 
plicitly recognize  the  debt  you  already  owe  in  Social  Security. 

You  have  already  got  an  unfunded  liability  in  Social  Security 
which  is  really  part  of  a  national  debt,  but  not  officially  accounted 
for.  If  you  issue  bonds  and  you  raise  money  that  way,  you  are  only 
explicitly  recognizing  a  debt  you  are  already  owe.  That  is  how  you 
finance  the  transition. 

They  went  one  step  better  in  Chile  in  that  they  reduced  all  the 
Government  spending  to  finance  half  the  burden,  and  that  meant 
they  have  a  huge  increase  in  savings;  they  had  a  huge  increase  in 
economic  growth  rates;  a  huge  increase  in  wages  because  they  had 
a  huge  increase  in  investments;  and  they  had  this  huge  virtual  cir- 
cle where  one  good  thing  lead  to  another. 

That  lead  to  very  high  returns  on  the  investments,  because  the 
real  rate  of  returns  were  14  percent  a  year.  At  a  real  rate  of  return 
of  4  percent  a  year  you  get  three  times  the  benefits  you  would  get 
under  our  Social  Security  System.  Fourteen  percent  is  enormous. 

Chairwoman  Smith.  Mr.  Ferrara,  I  am  very  much  convinced 
about  a  privatized  system.  We  have  a  big  group  of  people  who  were 
told  in  their  30's  that  if  they  put  in  IVa  percent  or  3  percent  of 
their  income  somebody  was  going  to  benefit  from  this  "safety  net." 
Some  believe  it  was  supposed  to  be  everything,  others  said  it  was 
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supposed  to  be  a  "safety  net."  Mr.  Iwry  has  testified  that  half  of 
them  rely  on  it.  We  have  to  find  a  way  to  transfer  them,  whatever 
the  system  is.  If  it  is  working  in  Chile,  it  is  working. 

Has  the  Treasury  Department  looked  at  this  system?  Is  the 
President,  Mr.  Iwry,  looking  at  this  as  a  solution,  or  is  he  as  afraid 
as  everybody  else  that  that  50  percent  that  you  say  need  this  would 
be  a  voting  block  that  would  be  too  much  for  any  current  politician 
to  take  on? 

Mr.  Iwry.  Madam  Chair,  the  Advisory  Council  on  Social  Secu- 
rity, as  I  mentioned,  is  charged  with  looking  at  the  Social  Security 
System  as  a  whole,  and  they  are  giving  attention  to  a  whole  range 
of  issues  pertaining  to  the  system,  the  benefits  it  provides,  the  way 
it  is  financed,  the  way  it  has  been  working,  and  what  is  needed  for 
the  future.  I  do  not  know  whether  that  very  different  alternative 
is  among  the  options  that  they  are  considering. 

Chairwoman  Smith.  The  President  is  just  waiting  for  that,  then? 
You  are  saying  the  administration  is  just  waiting  for  that,  and  has 
not  done  much  of  anj^hing  else  other  than  waiting  for  that? 

Mr.  Iwry.  Well,  the  administration  believes  that  it  is  reasonable 
not  to  come  out  with  a  proposal  or  to  reach  conclusions  on  a  poten- 
tial radical  change  to  our  whole  Social  Security  System  or  the  core 
method  by  which  it  is  financed  until  we  have  at  least  seen  the  re- 
sult of  this  ongoing  work.  This  council  has  been  meeting  and  work- 
ing since  last  year. 

Chairwoman  Smith.  Who  appointed  this  council?  Is  this  a  Presi- 
dential council? 

Mr.  Iwry.  This  is  a  statutorily  authorized  council  appointed  by 
the  Secretary  of  Health  and  Human  Services.  It  has  been  ap- 
pointed to  do  this  review  every  4  years,  I  believe,  because  the  is- 
sues at  stake  are,  as  you  have  well-recognized,  so  consequential  for 
our  whole  society. 

The  programs  are  so  critical,  the  financing  has  had  such  a  major 
impact  on  our  economy  that  it  obviously  is  important  to  continually 
examine  these  programs,  the  benefits,  the  coverage,  the  financing, 
and  so  forth,  to  see  how  we  are  doing  and  where  we  are  heading. 

Chairwoman  Smith.  I  don't  know,  you  have  been  here  longer 
than  I  have  or  maybe  you  have  not.  Just  for  the  subcommittee 
though,  I  would  like  to  have  the  administration  give  us  the  last  4 
years'  recommendations  and  what  Congress  did  with  those  rec- 
ommendations. If  you  could,  get  that  for  this  subcommittee. 

Mr.  Iwry.  We  would  be  happy  to  check  on  that,  yes. 

Chairwoman  Smith.  Thank  you. 

Mr.  Iwry.  May  I  just  add  to  my  answer? 

Chairwoman  Smith.  Sure. 

Mr.  Iwry.  In  response  to  your  observation  about  the  desirability 
of  privatizing  to  the  extent  possible  and  practical,there  are  two 
things  to  note.  One,  the  administration  very  much  shares  your  con- 
cern about  what  happens  to  the  millions  of  elderly  people  who  are 
relying  on  Social  Security  and  millions  of  nonelderly  who  are  look- 
ing to  Social  Security  benefits  in  the  future  and  would  be  concerned 
if  there  were  to  be  any  significant  changes  to  the  Social  Security 
Programs  and  financing. 

We  very  much  agree  with  your  point  that  one  would  have  to 
work  out  a  responsible  set  of  measures  when  making  any  transi- 
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tion  to  any  different  system.  A  responsible  set  of  measures  for  fi- 
nancing any  changes  to  the  existing  system,  as  you  mentioned  ear- 
lier, would  De  needed  to  confront  the  really  tough  choices  that  these 
issues  pose. 

The  other  thing  in  response  particularly  to  your  privatization  in- 
terest is  that  we  have  been  trying  to  pursue  a  double-barreled  ap- 
proach here.  On  the  one  hand,  to  encourage  private  pensions.  After 
all  Social  Security  is  in  a  sense  the  public  retirement  system  for 
our  Nation. 

We  have  been  trying  to  encourage  small  businesses  to  be  in  a  po- 
sition, or  help  small  businesses  to  be  in  a  position,  to  do  what  so 
many  of  them  want  to  do,  provide  retirement  savings  on  a  private 
basis,  on  a  voluntary  basis  for  the  owner  of  the  business  and  for 
employees  of  the  business  at  the  same  time. 

We  want  to  do  that  at  a  pace  and  at  a  rate  and  in  an  amount 
that  makes  sense  for  that  business  in  whatever  stage  of  growth  it 
finds  itself  That  is  why  I  brought  up,  as  an  example,  this  proposal 
re^ardin^  a  significant,  new,  simple  retirement  savings  plan  on  the 
private  side  specifically  designed  for  small  business — only  for  firms 
or  tax-exempt  organizations  with  100  or  fewer  employees — ^the  par- 
ticular small  business  cutoff  in  that  proposal — this  proposal  pro- 
vides a  plan  that  is  much  simpler — and  we  hope  would  be  much 
more  attractive — to  small  business  owners  and  their  workers  than 
what  is  out  there  today,  which,  as  we  all  know,  is  handicapped  by 
very  complex  sets  of  rules. 

Chairwoman  Smith.  Thank  you,  Mr.  Iwry. 

Mr.  Baldacci? 

Mr.  Baldacci.  I  was  just  going  to  ask,  Mr.  Ferrara,  in  Chile 
what  is  the  percent  of  their  taxes  that  they  pay  on  their  wages? 

Mr.  Ferrara.  Federal  tax? 

Mr.  Baldacci.  Yes. 

Mr.  Ferrara.  The  10  percent  is  for  the  retirement  system;  there 
is  another  3  percent  that  is  for  survivors'  disability  benefits;  and 
there  is  another  6  percent  that  is  for  health  benefits.  The  payroll 
tax  under  the  old  system  in  Chile  was  26  to  29  percent.  The  new 
payroll  tax — that  6  percent,  I  believe,  finances  current  health  bene- 
fits as  well  as  future  health  benefits.  In  other  words,  that  is  com- 
parable to  insurance  benefits. 

There  is  a  19  percent  rate  compared  to  an  old  rate  of  26  to  29 
percent;  so,  they  have  reduced  their  rates  by  40  percent  or  some- 
where in  that  range.  With  a  10  percent  rate  in  America,  you  could 
finance  better  benefits  than  are  financed  by  the  15  percent  rate 
that  we  have  now  on  our  payroll  taxes. 

Mr.  Baldacci.  What  are  the  wages  that  the  workers  are  receiv- 
ing in  Chile? 

Mr.  Ferrara.  I  cannot  give  you  an  exact  figure,  but  their  aver- 
age wage  is  substantially  lower  than  the  average  wage  in  America. 
Their  replacement  rate  at  that  10  percent,  with  that  10  percent 
they  pay  in  they  are  getting  a  higher  replacement  rate  than  under 
the  i!^erican  Social  Security  System.  The  replacement  rate  is  the 
percent  of  former  earnings  that  you  get  for  your  retirement  bene- 
fits, equal. 

The  retirement  benefits  are  100  percent  of  the  former  earnings 
for  the  10  percent  that  they  put  in  just  for  retirement  benefits. 


27 

Now,  the  American  Social  Security  System  pays,  I  think  the  num- 
ber is  42  percent.  The  Social  Security  System  on  average  only  pays 
42  percent  of  former  earnings,  but  in  Chile  the  system  is  geared 
to  pay  75  percent  of  former  income  on  average. 

Mr.  Baldacci.  Just  one  question,  because  I  know  we  have  to  get 
going  to  vote. 

Chairwoman  Smith.  Yes.  There  is  a  vote,  but  we  still  have  13 
minutes. 

Mr.  Baldacci.  Well,  the  only  question  for  Mr.  Iwry  was  about 
the  fact  that  payroll  taxes  have  increased,  and  those  increases  were 
enacted  by  Congress  in  order  to  ensure  that  the  Social  Security 
trust  funds  would  remain  solvent  and  that  the  beneficiaries  would 
receive  the  benefits  to  which  they  were  entitled.  Isn't  that  true? 

Mr.  Iwry.  Yes. 

Mr.  Baldacci.  Is  it  not  also  true  that  the  administration  has  un- 
dertaken quite  a  list  of  initiatives  that  you  went  through  in  your 
testimony  to  try  to  alleviate  some  of  the  burdens  they  are  under? 

Mr.  Iwry.  That  is  absolutely  right.  The  administration  has  been 
concerned  and  continues  to  be  concerned  that  small  business  be 
given  every  advantage  that  can  reasonably  be  provided  to  it.  We 
want  to  strengthen  and  support  small  business  and  particularly  in 
the  area  of  taxes  and  tax  compliance,  which  is  what  we  are  discuss- 
ing today. 

The  administration  has  done  a  whole  variety  of  things,  more 
than  I  have  had  the  opportunity  to  list,  and  I  do  not  want  to  take 
up  your  time  by  reciting  additional  lists  of  items  that  the  adminis- 
tration has  done  to  try  to  relieve  the  tax  burden  in  various  ways 
on  small  business. 

I  think,  though,  the  one  that  you  particularly  called  attention  to 
is  worth  noting  again;  and  that  is,  the  self-employed  health  care 
deduction  of  25  percent  which  had  expired.  The  administration 
very  much  supported  and  worked  toward  the  reinstatement  of  that. 

It  has  increased  to  30  percent  already  under  current  law  that 
will  take  effect  and  the  administration  has  supported  its  further  in- 
crease now  to  50  percent  in  order  to  reduce  the  disparity  in  tax 
treatment  between  the  self-employed  and  the  ability  of  corporate 
employees  to  enjoy  tax-favored  treatment  of  their  health  insurance 
premiums. 

Mr.  Baldacci.  I  ami  going  to  yield  to  the  gentleman  from  Califor- 
nia, but  the  one  last  point  tnat  I  would  like  to  make  is  the  fact  that 
Social  Security  is  a  contract,  a  contract  between  an  employer  and 
an  employee.  If  the  employer  pays  the  contribution  and  the  em- 
ployee pays  a  contribution,  it  is  supposed  to  go  into  a  trust  fund. 
It  is  supposed  to  then  be  managed  for  their  retirement. 

There  is  not  any  Government  infusion  of  money  to  make  that 
system  nm.  That  is  a  contract  with  relationship  between  the  two. 
In  some  cases,  there  are  people — and  I  may  be  one  of  them — that 
I  am  better  off  if  I  have  to  do  it  on  a  regular  basis  for  my  own  ben- 
efit than  if  I  was  left  on  my  own  to  go  out  and  do  it  on  my  own. 
Now,  there  are  people  like  that,  and  maybe  they  are  that  other  half 
of  the  population. 

It  just  seems  to  me  that  the  biggest  gripe  that  a  lot  of  people 
have  is  the  fact  that  they  have  been  using  the  trust  fund  to  offset 
the  deficit  and  now  they  are  being  asked  to  pull  in  the  reins  and 
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they  had  nothing  to  do  with  estabhshment  of  the  problem.  That 
just  seems  to  be  an  overriding  concern  amongst  people  in  the  Social 
Security  arena. 

Chairwoman  Smith.  Mr.  Tucker? 

Mr.  Tucker.  Thank  you,  Madam  Chairman.  I  know  that  time  is 
of  the  essence,  so  I  came  in  on  the  tail  end  of  this.  Could  you,  gen- 
tlemen, just  briefly  summarize  for  me — I  understand  that  you  were 
using  a  Chilean  paradigm  to,  obviously,  make  a  point — if  you  could 
just  summarize  that  for  me  so  I  can  get  the  essence  of  your  testi- 
mony? 

Mr.  Ferrara.  That  was  my  discussion.  The  way  to  reduce  the 
burden  on  small  business,  payroll  tax  burden,  is  to  shift,  give  the 
workers  an  out.  Have  a  private  retirement  system  like  they  have 
in  Chile.  I  calculated  that  workers  in  the  work  force  today  can  get 
better  benefits  investing  about  10  percent  of  their  incomes  in  this 
private  system  than  they  would  get  under  Social  Security  at  a  15 
percent  payroll  tax. 

In  other  words,  if  you  set  up  this  private,  alternative  system  you 
could  reduce  the  tax  to  5  percent  each  on  employer  and  employee, 
rather  than  the  current  7.6  or  whatever  it  is.  That  would  be  the 
way  to  reduce  the  tax  burden. 

In  Chile  90  percent  of  the  workers  opted  to  go  into  the  private 
system.  They  pay  about  10  percent  for  retirement  benefits,  and 
they  pay  somewhat  additional  for  survivor  benefits,  disability  bene- 
fits, and  health  benefits.  The  total  they  pay  is  40  percent  less  than 
what  the  old  Social  Security  System  that  they  had  required. 

They  are  getting  much  better  benefits  in  the  private  retirement 
system  than  they  were  under  the  old  Social  Security  System,  which 
was  a  traditional  system:  Money  goes  in  and  it  is  paid  out  to  fi- 
nance current  benents,  et  cetera.  That  was  the  essence. 

Now,  that  was  being  done  in  other  countries.  They  have  seen 
such  a  huge  economic  and  political  success  that  it  is  now  being 
used  in  Peru,  in  Columbia,  in  Argentina,  New  Zealand  seems  to 
have  done  or  is  on  the  verge  of  doing  it.  I  cannot  really  keep  up 
with  it  all,  but  it  is  spreading  to  other  countries  around  the  world. 

They  are  taking  investments  in  and  investing  them.  We  see  this 
as  a  very  viable  option  for  the  United  States,  and  many  large  in- 
vestment firms  believe  they  could  do  the  similar  for  America.  I 
think  that  would  be  the  way  to  reduce  the  burden  on  small  busi- 
ness. 

Chairwoman  Smith.  Thank  you,  Mr.  Ferrara.  We  have  to  vote. 

Mr.  Ferrara.  Thank  you. 

Chairwoman  Smith.  Thank  you.  Mr.  Iwry,  I  am  going  to  submit 
some  questions  to  you  for  the  record.  If  you  would  answer  those  in 
writing,  I  would  appreciate  that. 

Mr.  Ferrara,  we  would  like  more  information  on  Chile  and  any 
other  alternatives.  With  that,  I  thank  you  both  for  coming. 

[Whereupon,  at  11:55  a.m.,  the  subcommittee  was  adjourned, 
subject  to  the  call  of  the  chair.] 
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The  Subcommittee  will  come  to  order. 

Good  morning.  It  is  my  pleasure  to  welcome  our  guests  here  today. 
This  hearing  is  the  second  in  a  series  of  hearings  to  review  tax  revision 
issues  affecting  small  business.  At  the  Subcommittee's  May  18  hearing 
on  the  Flat  Tax,  small  business  representatives  cautioned  that  any  new 
tax  system  should  include  payroll  tax  reform.  As  we  debate  the  best  way 
to  reduce  the  tax  burden  on  our  Nation's  economy  and  the  small 
businesses  driving  it,  we  must  consider  the  impact  of  payroll  taxes  as  the 
heaviest  tax  burden  many  small  businesses  face. 

While  not  new  --  the  concern  about  payroll  taxes  is  very  important. 
The  payroll  tax  is  a  tax  on  jobs.  Small  businesses  may  bear  a  higher 
burden  of  payroll  taxes  than  larger  and  more  established  firms  because 
they  are  more  labor  intensive.  We  will  examine  this  Issue  today,  and  the 
remarkable  increases  in  payroll  taxes  over  the  years.  Payroll  taxes  now 
represent  approximately  37%  of  all  federal  revenue  collected  --  second 
only  to  individual  income  taxes  --  and  an  astonishing  7%  of  gross 
domestic  product.  I  will  introduce  for  the  record  several  charts  illustrating 

(29) 
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these  increases,  including  three  charts  prepared  for  the  Subcommittee  by 
the  Congressional  Budget  Office. 

Our  first  witness  today  is  Mark  Isakowitz  who  is  the  Director  of 
House  Lobbyists  for  the  National  Federation  of  Independent  Business.  He 
will  discuss  how  payroll  taxes  hurt  small  business  and  whether  any  new 
tax  system  should  also  revamp  payroll  taxes. 

Our  second  witness  is  Mr.  Ronald  Cohen  of  Cohen  &  Company  in 
Cleveland,  Ohio,  testifying  on  behalf  of  National  Small  Business  United. 
As  a  small  entrepreneur,  he  will  give  us  some  historical  insights  and  will 
discuss  first  hand  the  impact  of  the  current  payroll  system  on  his 
business. 

Our  third  witness  is  Mr.  Mark  Iwry,  Benefits  Tax  Counsel  for  the 
Office  of  Tax  Policy  at  the  U.S.  Treasury  Department.  He  will  discuss  the 
impact  of  payroll  taxes  on  job  creation,  wages,  and  small  business.  He 
will  provide  us  with  historical  data  on  the  percentages  of  federal  revenue 
collected  from  payroll  taxes  --  including  a  breakdown  of  these 
percentages  by  type  of  payroll  tax  and  tax  return  -  and  will  discuss  the 
Treasury's  policy  on  payroll  taxes  and  small  business. 

Our  fourth  witness  is  Peter  Ferrara  who  is  a  senior  fellow  with  the 
National  Center  for  Policy  Analysis.  He  will  discuss  the  need  to  reform 
entitlement  programs,  and  will  provide  the  subcommittee  with  some 
startling  projections  on  likely  payroll  tax  increases  if  entitlement  spending 
is  not  curtailed. 

I  look  forward  to  the  testimony  of  the  witnesses  before  us  today  as 
we  look  for  guidance  in  choosing  between  current  tax  proposals.  It's 
hard  to  imagine  much  opposition  to  tax  revision  when  we  add  payroll  tax 
relief  to  the  mix. 
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Social  Insurance  Receipts,  1970-1994 

CBO  Baseline  1995-2000 
(by  Fiscal  Year,  in  Billions  of  dollars) 


Year 


OASDI 


HI 


Ul 


Other 


Total 


1970 
1971 
1972 
1973 
1974 

1975 
1976 
1977 
1978 
1979 

1980 
1981 
1982 
1983 
1984 

1985 
1986 
1987 
1986 
1989 

1990 
1991 
1992 
1993 
1994 

1995* 
1996* 
1997* 
1998* 
1999* 
2000* 


33.5 

4.8 

3.5 

2.7 

44.4 

35.8 

4.9 

3.7 

2.9 

47.3 

39.9 

5.2 

4.4 

3.1 

52.6 

46.1 

7.6 

6.1 

3.4 

63.1 

53.9 

10.6 

6.8 

3.8 

75.1 

62.5 

11.3 

6.8 

4.1 

84.5 

66.4 

12.0 

8.1 

4.3 

90.8 

76.8 

13.5 

11.3 

4.9 

106.5 

85.4 

16.7 

13.9 

5.1 

121.0 

98.0 

19.9 

15.4 

5.7 

138,9 

113.2 

23.2 

15.3 

6,0 

157.8 

130.2 

30.3 

15.8 

6,4 

182,7 

143.5 

34.3 

16.6 

7.1 

201.5 

147.3 

35.6 

18.8 

7.2 

209,0 

166.1 

40.3 

25.1 

7.9 

239.4 

186.2 

44.9 

25.8 

8.4 

265.2 

200.2 

51.3 

24.1 

8.2 

283.9 

213.4 

56,0 

25.6 

8.4 

303.3 

241.5 

59.9 

24.6 

8.4 

334.3 

263.7 

65.4 

22.0 

8.3 

359.4 

281.7 

68.6 

21.6 

8.2 

380.0 

293.9 

72.8 

20.9 

8.4 

396.0 

302.4 

79.1 

23.4 

8.7 

413.7 

311.9 

81.2 

26.6 

8.6 

428.3 

335.0 

90.1 

28.0 

8.4 

461.5 

357.4 

98.4 

29.5 

8.5 

493.8 

374.7 

103.8 

29.7 

8.6 

516.8 

392.0 

109.0 

29.4 

8.6 

539.0 

411.4 

114.9 

29.8 

8.6 

564.7 

430.9 

120.7 

29.9 

8.5 

590.0 

452.0 

126.9 

31.0 

8.5 

618.5 

Congressional  Budget  Office 

Tax  Analysis  Division 

27-Jun-95 


*  CBO  Baseline  Estimate 
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Social  Insurance  Receipts  as  a  Percent  of  GDP,  1970-1994 

CBO  Baseline  1995-2000 

(by  Fiscal  Year,  Percentage  of  GDP) 


Year 

OASDI 

HI 

Ul 

Other 

Total 

1970 

3.4 

0.5 

0.4 

0.3 

4.5 

1971 

3.4 

0.5 

0.3 

0.3 

4.5 

1972 

3.5 

0.5 

0.4 

0.3 

4.6 

1973 

3.6 

0.6 

0.5 

0.3 

4.9 

1974 

3.8 

0.8 

0.5 

0.3 

5.3 

1975 

4.1 

0.7 

0.4 

0.3 

5.6 

1976 

3.9 

0.7 

0.5 

0.3 

5.4 

1977 

4.0 

0.7 

0.6 

0.3 

5.5 

1978 

4.0 

0.8 

0.6 

0.2 

5.6 

1979 

4.0 

0.8 

0.6 

0.2 

5.7 

1980 

4.3 

0.9 

0.6 

0.2 

6.0 

1981 

4.4 

1.0 

0.5 

0.2 

6.2 

1982 

4.6 

1.1 

0.5 

0.2 

6.4 

1983 

4.4 

1.1 

0.6 

0.2 

6.3 

1984 

4.5 

1.1 

0.7 

0.2 

6.5 

1985 

4.7 

1.1 

0.6 

0.2 

6.7 

1986 

4.7 

1.2 

0.6 

0.2 

6.7 

1987 

4.8 

1.3 

0.6 

0.2 

6.8 

1988 

5.0 

1.2 

0.5 

0.2 

7.0 

1989 

5.1 

1.3 

0.4 

0.2 

6.9 

1990 

5.1 

1.3 

0.4 

0.1 

6.9 

1991 

5.2 

1.3 

0.4 

0.1 

7.0 

1992 

5.1 

1.3 

0.4 

0.1 

7.0 

1993 

5.0 

1.3 

0.4 

0.1 

6.8 

1994 

5.1 

1.4 

0.4 

0.1 

7.0 

1995* 

5.1 

1.4 

0.4 

0.1 

7.0 

1996* 

5.1 

1.4 

0.4 

0.1 

7.0 

1997* 

5.1 

1.4 

0.4 

0.1 

7.0 

1998* 

5.0 

1.4 

0.4 

0.1 

6.9 

1999* 

5.0 

1.4 

0.3 

0.1 

6.9 

2000* 

5.0 

1.4 

0.3 

0.1 

6.9 

•  CBO  Baseline  Estimate 

Congressional  Budget  Office 

Tax  Analysis  Division 

27-Jun-95 
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Social  Insurance  Receipts  as  a  Percent  of  Total  Receipts.  1970-1994 

CBO  Baseline  1996-2000 

(by  Fiscal  Year,  as  Percentage  of  Total  Receipts) 


Year 


OASDI 


HI 


Ui 


Other 


Total 


1970 
1971 
1972 
1973 
1974 

1975 
1976 
1977 
1978 
1979 

1980 
1981 
1982 
1983 
1984 

1985 
1986 
1987 
1988 
1989 

1990 
1991 
1992 
1993 
1994 

1995* 
1996* 
1997* 
1998* 
1999* 
2000- 


17.4 

2.5 

1.8 

1.4 

23.0 

19.2 

2.6 

2.0 

1.6 

25.3 

19.3 

2.5 

2.1 

1.5 

25.4 

20.0 

3.3 

2.6 

1.5 

27.3 

20.5 

4.0 

2.6 

1.4 

28.5 

22.4 

4.0 

2.4 

1.5 

30.3 

22.3 

4.0 

2.7 

1.5 

30.5 

21.6 

3.8 

3.2 

1.4 

29.9 

21.4 

4.2 

3.5 

1.3 

30.3 

21.2 

4.3 

3.3 

1.2 

30.0 

21.9 

4.5 

3.0 

1.2 

30.5 

21.7 

5.1 

2.6 

1.1 

30.5 

23.2 

5.6 

2.7 

1.2 

32,6 

24.5 

5.9 

3.1 

1.2 

34.8 

24.9 

6.0 

3.8 

1.2 

35.9 

254 

6.1 

3.5 

1.1 

36.1 

26.0 

6.7 

31 

1.1 

36.9 

25.0 

6.6 

3.0 

1.0 

35.5 

26.6 

6.6 

2.7 

0.9 

36.8 

26.6 

6.6 

2.2 

0.8 

36,3 

27.3 

6.6 

2.1 

0.8 

36.9 

27.9 

6.9 

2.0 

0.8 

37.6 

27.7 

73 

2.1 

0.8 

37.9 

27.0 

7.0 

2.3 

0.7 

37.1 

26.6 

7.2 

2.2 

0.7 

36.7 

264 

7.3 

2.2 

0.6 

36.4 

26.4 

7.3 

2.1 

0.6 

36.5 

26,6 

7.4 

2.0 

0.6 

36.5 

26.6 

7.4 

1.9 

0.6 

36.5 

26.6 

7.5 

1.8 

0.5 

36.5 

26.6 

7.5 

1.8 

0.5 

36.4 

CBO  Baseline  Estimate 


Congressional  Budget  Office 

Tax  Analysis  Division 

27-Jun-95 
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Statement  of  Congressman  John  E.  Baldacci 

Small  Business  Subcommittee  on  Tax  and  Finance 

Hearing  on  the  Effect  of  Payroll  Taxes  on  Small  Businesses 

June  28,  1995 

Madame  Chairman,  as  one  of  the  newest  members  of  the  Subcommittee,  I  am 
pleased  to  join  my  colleagues  in  this  hearing  to  address  the  growing  tax  burdens  on 
small  businesses. 

In  addition  to  being  a  Congressman,  I  am  also  a  restauranteur  who  is  well 
aware  of  the  many  difficulties  facing  small  enterprises.    Momma  Baldacci's  restaurant 
has  been  subject  to  the  same  economic  fluctuations,  taxes,  and  general  bureaucratic 
nuisances  that  every  other  business  in  Maine,  and  throughout  the  Nation,  has  had  to 
deal  with.    It  hasn't  always  been  easy. 

Often,  the  small  business  view  of  the  federal  government  is  quite  dim, 
particularly  since  it  is  the  source  of  taxation,  regulations,  and  mandates.    However, 
there  are  many  in  Congress,  including  myself,  who  are  committed  to  improving  the 
climate  for  small  businesses.    I  think  most  in  this  room  would  be  hard  pressed  to  find 
a  businessperson  with  a  favorable  view  of  an  entity  which  requires  them  to  part  with  a 
portion  of  their  hard-earned  money.    Nobody  likes  taxes.    Nobody.    Having  said  that,  I 
think  most  would  agree  that  Social  Security  and  Medicare,  which  are  financed  by  the 
payroll  taxes  we  pay  with  our  employees,  are  beneficial  programs  that  provide  a 
certain  amount  of  security  for  all  of  us  as  we  enter  what  is  supposed  to  be  our  golden 
years. 

The  question,  as  I  see  it,  is  how  do  we  provide  for  that  security  in  an  equitable 
fashion,  one  that  doesn't  unfairly  impact  small  businesses.    I've  reviewed  the 
testimony  and  there  are  a  number  of  interesting  suggestions  for  reforming  our  system 
of  taxation. 
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However,  such  an  undertaking  would  necessarily  have  to  be  coupled  with 
some  sort  of  entitlement  reform  if  we  are  to  fulfill  our  obligation  to  the  American 
people    Afterall,  each  of  us  will  one  day  retire  and  we'll  have  every  right  to  expect 
that  the  Social  Security  and  Medicare  programs  to  which  we  contributed  will  be  there 
for  us.     By  the  same  token,  as  entrepreneurs,  we  also  have  the  expectation  that  our 
businesses  will  not  bear  a  disproportionate  burden  with  regard  to  taxation. 

I  look  forward  to  hearing  the  testimony  on  this  issue,  and  listening  to 
suggestions  for  addressing  the  burden  of  payroll  taxes,  as  well  as  new  options  for 
entitlement  reform 
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Opening  Statement 

Congressman  Patrick  J.  Kennedy 

Subcommittee  on  Tax  and  Finance:  Hearing  on  Small  Business  Payroll  Tax  Burden 

June  27, 1995 

I  want  to  thank  the  Chair  for  holding  today's  heaiing    Dunng  my  many  visits  with  small 
husiness  owners  in  Rhode  Island  I  have  repeatedly  heard  about  the  burden  of  the  payroll  tax    I 
welcome  this  opportunity  to  hear  directly  from  the  small  business  community  about  the  payroll 
tax. 

As  wc  arc  all  well  aware,  the  programs  supported  by  the  payroll  tax  are  vitally  important  tn 
maintaining  the  independence  and  economic  dignity  of  our  working  families.  Any  refonn  of  the 
payroll  ta.x  must  take  into  account  the  need  to  maintain  these  programs 

Much  of  the  testimony  we  will  hear  today  will  concentrate  on  how  the  payroll  ta<  is  a  regressive 
tax    In  other  words,  while  the  tax  may  essentially  hit  all  businesses  and  workers  at  the  same  rate, 
the  burden  is  felt  more  severely  by  those  with  the  least  ability  to  pay  This  is  a  sound  cntiasm, 
and  it  is  a  point  that  we  must  bear  in  mind  as  Congress  addresses  the  topic  of  broader  tax  reform 


This  Committee  recently  held  a  hearing  investigating  the  flat  tax.  At  that  time  I  voiced  concerns 
about  the  rcgressivity  of  the  flat  tax  which  are  quite  similar  to  the  criticisms  we  will  hear  today 
about  the  payroll  tax    There  is  a  simple  lesson  to  be  learned    regressive  tax  policy  is  regressive 
tax  policy    Our  tax  structure  can  certainly  stand  reform,  but  progressivity,  fairness,  and  a 
recognition  of  the  varying  ability  of  individuals  and  businesses  to  pay  must  be  recognized 
whether  we  are  looking  at  the  payroll  lax  or  the  income  tax 

Again,  I  thank  the  Chair  for  tliis  opportunity  to  address  this  interesting  and  important  topic,  1 
look  forward  to  today's  hearing  as  one  more  opportunity  for  us  to  listen  to  the  concerns  of  the 
small  busmess  community  on  tax  policy 


Mil 
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statement  of  Rep.  John  J.  LaFalce 

Ranking  Minority  Member 

House  Committee  on  Small  Business 

at  the  Tax  and  Finance  Subcommittee  hearing 

"The  Burden  of  Payroll  Taxes  on  Small  Business" 

June  28,  1995 

I  am  very  pleased  that  this  subcommittee  is  taking  up  the 
issue  of  the  Social  Security  payroll  tax  in  its  series  on  tax 
reform.   I  have  always  held  a  firm  belief  that  the  payroll  tax  is 
the  most  regressive,  burdensome,  ill-advised  tax  we  currently 
impose,  both  on  individuals  and  small  business.   I  welcome  the 
opportunity  to  again  explore  the  possibility  of  reforming  or 
repealing  our  current  payroll  tax  system. 

As  we  found  in  1990  when  the  Committee  last  took  a  hard  look 
at  the  Social  Security  payroll  tax  (FICA  and  SECA) ,  the  nature  of 
a  capped,  flat-rate  tax  has  the  effect  of  disproportionately 
burdening  low-profit  and  labor-intensive  businesses,  which  are 
for  the  most  part  small  businesses.   Moreover,  the  numerous 
increases  in  the  payroll  tax  rate  --  nine  separate  increases 
between  1970  and  1990  --  have  further  disadvantaged  small 
businesses  who  could  not  readily  absorb  these  new  costs. 
Finally,  the  regressivity  of  the  payroll  tax  also  places  a 
disproportionate  burden  on  low  and  middle-income  individuals  and 
on  the  young,  who  are  increasingly  being  called  upon  to  support 
our  expanding  retired  population. 

In  the  past  I  have  supported  various  forms  of  change  to  the 
payroll  tax  system,  including  freezing  the  tax  rate  and,  in  my 
own  legislation,  removing  the  Medicare  and  Disability  programs 
from  the  payroll  tax,  funding  those  programs  through  general 


39 


revenues  instead.    Unfortunately,  the  solutions  proposed  by 
myself  and  others  were  consistently  rejected  in  the  final 
analysis,  and  the  payroll  tax  burden  has  continued  to  mount. 

Some  may  say  that  it  is  the  wrong  time  to  again  expose  the 
problems  of  the  payroll  tax,  when  the  future  viability  of  Social 
Security  and  the  Hospital  Insurance  fund  (Medicare  Part  A)  have 
been  called  into  serious  question  by  the  Trustees.   I  believe, 
however,  that  these  two  goals  --  a  stronger  more  stable  Social 
Security  and  Medicare,  and  a  more  predictable,  progressive 
financing  system  which  does  not  endanger  the  viability  of  our 
small  businesses  --  are  not  mutually  exclusive. 

I  look  forward  to  reviewing  the  testimony  of  the  witnesses 
before  the  Committee  today.   I  hope  that  this  issue  will  remain, 
as  it  has  been,  a  bipartisan  one,  and  that  a  reasonable  solution 
will  become  an  important  part  of  any  tax  reform  legislation  this 
Congress  considers. 


MARTIN  T.  MEEHAN 


B  Cannon  houSE  Off" 
'2021  225  3411 
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CongrEBB  of  the  Initcii  ilatcB 
IHdubc  of  SeprcBEntatiuEB 
JiaBliington.  B.iL.  20513-2103 


ROOM  102 
ISCBI  4«09S2 


r  CONOB£SSlO«*t  CO*li:  OS 
I  Chairman 


Opening  Statement  of  Rep.  Marty  Meehan 
Small  Business  Subcommittee  Hearing  on  the  Payroll  Tax 

June  28,  1995 


I  want  to  thank  Chairwoman  Smith  for  holding  this  hearing  today. 

I  join  Mrs.  Smith  in  welcoming  our  witnesses  today  and  am  interested  in  hearing  from  all  of 
you  on  your  views  on  the  impart  of  the  payroll  tax  on  small  business. 

I  have  heard  time  and  time  again  from  small  businesses  in  my  distrirt  that  as  we  look  at 
overhauling  the  current  tax  code,  we  need  to  take  a  serious  look  not  just  at  the  income  tax, 
biJt  also  at  the  payroll  tax.    Many  businesses  feel  that  it  is  the  payroll  tax  that  poses  the 
higher  burden  for  businesses.    I  hope  this  hearing  will  shed  some  light  on  this  issue. 

One  point  I'd  like  to  look  at,  as  we  weigh  the  costs  and  benefits  of  the  payroll  tax,  is  how,  if 
we  continue  to  use  a  payroll  tax,  and  use  it  to  fiind  social  security,  we  can  continue  to  raise 
the  rates  without  crippling  the  smaller  more  labor  intensive  businesses  -  particularly  the  self- 
employed  and  s-corporations.   In  its  testimony,  the  NFIB  suggests  that  nearly  one  out  of 
every  three  tax  dollars  collected  by  the  federal  government  comes  from  the  payroll  tax.    If 
that  is  true  it  is  no  wonder  that  small  business  has  such  strong  concerns  on  this  issue. 

We  m»9t  kx*  over  the  long  terra  to  how  we  use  the  payroll  tax,  as  we  think  about  refonning 
tbe  t  X  code.    Ulftnately,  we  can  not  continue  to  raise  thr  payroll  tax  to  pay  ior  social 
security. 

As  we  know,  the  structure  of  the  payroll  tax  tends  to  channel  economic  resources  to  larger 
and  mote  established  capital  or  property  intensive  businesses.     Because  of  the  cap  on  the 
payroll  tax,  the  tax  base  is  limited  and  in  a  sense  very  regressive.    Some  people  have 
suggested  that  a  lowering  of  the  rate  and  a  lifting  of  the  cap,  thus  broadening  the  tax  base, 
would  bring  some  relief  to  small  businesses.    I'd  like  to  hear  the  witnesses  comments  on  this. 
I  am  also  particularly  interested  to  hear  the  Treasury  Depanment's  views  on  the  payroll  tax  - 
-  both  from  an  equity  perspective  and  from  a  budget  perspective. 

I  look  forwanl  to  hearing  from  all  of  this  morning's  witnesses.   Thank  you. 
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Statement  of 

Ronald  B.  Cohen 

Cohen  &  Company 
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Madame  Chairman  and  Members  of  the  Committee: 

Good  morning.  I  am  Ronald  Cohen  and  I  come  here  today  representing  National 
Small  Business  United  (NSBU),  where  I  had  the  honor  of  serving  as  its  president.  NSBU 
is  the  oldest  trade  association  exclusively  representing  small  businesses  in  this  country 
for  over  50  years  now.  NSBU  Is  a  volunteer-driven  association  of  small  businesses  from 
across  the  country,  founded  from  a  1986  merger  of  the  National  Small  Business 
Association  and  Small  Business  United.  NSBU  represents  over  60,000  businesses  and 
has  members  in  each  of  the  50  states,  as  well  as  representing  local,  state  and  regional 
small  business  associations. 

I  am  also  here  to  speak  for  myself.  I  am  Founder  and  Senior  Partner  of  Cohen  & 
Company,  a  regional  CPAfirm  headquartered  in  Cleveland,  Ohio,  employing  over  100 
individuals.  Throughout  my  professional  career,  I  have  been  advising  closely  held  and 
family  businesses.  Personally,  I  have  also  been  experiencing  many  of  the  problems  and 
challenges  of  smaller,  emerging  companies.  I  come  here  today  to  discuss  an  issue  that 
has  surfaced  during  the  last  couple  of  decades  of  my  professional  career  —  that  of  the 
increasing  burden  of  FICA  and  other  payroll  taxes. 

One  of  the  reasons  small  business  people  seem  to  be  opposed  to  virtually  every 
proposed  employer  mandate,  even  those  that  seem  reasonable  and  unobtrusive,  is  their 
belief  in  the  'camel's  nose  under  the  tenf  theory.  Nowhere  has  this  been  more  prevalent 
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than  in  the  history  of  the  American  payroll  tax  system. 

When  I  began  practidng  as  a  CPA  and  for  many  of  the  early  years  of  that  practice, 
the  social  security  tax  was  3%,  or  a  maximum  of  $90  per  employee.  Today,  that  maximum 
has  grown  to  $4,682,  provided  the  employee  earns  no  more  than  $61,200.  As  you  know, 
this  entire  amount  is  matched  by  the  employee.  That  doesn't  count  the  additional 
medicare  tax  of  1.45%,  which  is  unlimited.  There  has  been  a  similar  dramatic  increase  in 
unemployment  taxes  at  both  the  state  and  federal  levels  during  the  same  period.  I  want 
to  spend  some  time  exploring  the  background  of  these  taxes,  which  made  some  sense  at 
the  time  they  were  adopted,  but  have  now  gotten  totally  out  of  control  and  are  used  to 
address  needs  in  addition  to  those  for  which  they  were  initially  intended. 

First,  let's  examine  the  social  security  tax,  or  PICA,  which  is  the  formal  name  by 
vA)\dh  K  is  known.  This  was  a  tax  that  viras  aeated  for  the  purpose  of  creating  a  retirement 
fund  for  workers  who  could  retire  with  the  assurance  of  receiving  a  minimal  pension, 
funded  50%  by  themselves.  The  system  seemed  to  make  sense,  and  having  the 
employers  pay  directly  for  part  of  the  employee's  benefits  did  not  seem  like  a  particularly 
onerous  mandate  at  the  time.  Let's  look  at  what's  happened. 

Cost  of  Living  Adjustments  (COLA)  This  country  had  little  experience  with 
inflation  until  almost  two  decades  after  social  security  was  enacted,  so  the  fact  that  there 
were  cost  of  living  adjustments  built  into  the  benefits  was  not  a  problem  originally. 
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However,  in  the  last  forty  years,  inflation  has  run  rampant  and  social  security  benefits  were 
automatically  inaeased  to  cover  this.  Since  there  was  obviously  insufficient  capital  in  the 
funds,  it  was  impossible  to  pay  these  benefits  without  increasing  the  cost  to  current 
employers  and  employees.  So,  instead  of  contribution  levels  being  set  to  provide  a  benefit 
to  their  current  workers  after  retirement,  employers  must  also  pay  to  cover  excess  benefits 
which  were  ne^/er  funded  by  previous  employers  What  was  originally  50%  funded  by 
employees  has  worked  out  to  be  as  little  as  5%  in  many  cases. 

Age  Demographics.  The  retirement  age  for  social  security  was  set  at  65  years 
of  age  from  inception.  This  was  a  universally  accepted  age  for  defining  "old."  I  am  told 
that  the  first  social  security  plan  was  established  in  Germany  by  Kaiser  Wilhelm  around 
the  turn  of  the  century  and  the  age  that  the  German  government  set  for  eligibility  was  age 
65,  which  became  the  accepted  age.  What  our  cun-ent  law  did  not  consider  was  the  fact 
that  the  average  mortality  in  Germany  at  the  time  that  age  was  set  was  47  years  and 
somebody  that  lived  beyond  the  age  of  65  was  truly  a  very  old  person,  and  it  was 
unrealistic  to  expect  that  he  would  be  collecting  benefits  for  very  long.  Today,  the  average 
mortality  is  nearer  to  80  and  virtually  everybody  expects  to  live  w^ll  beyond  the  age  of  65, 
and  I  am  cautiously  optimistic  about  myself  being  part  of  that  group. 

When  the  system  started,  few  were  receiving  benefits  and  the  entire  working 
population  was  contributing.  We  are  told  by  futurists  that  when  the  baby  boomers  retire, 
there  will  be  only  two  workers  paying  into  the  fund  for  every  retiree  who  collects.    In 

[3] 


45 


anticipation  of  this,  rates  have  been  increased  to  where  more  is  paid  into  the  fund  every 
year  than  is  paid  out  in  order  to  build  a  reserve.  Unfortunately,  that  excess  is  considered 
general  revenue  and  accounted  for,  as  we  all  know,  in  a  manner  that  makes  the  deficit 
appear  to  be  less  than  it  Is.  So  these  excess  contributions  which  were  intended  to 
establish  a  reserve  for  current  workers  are  in  reality  being  spent  to  fund  current  federal 
expenses. 

Political  Realities.  Washington  lawmakers  have  long  realized  that  spending 
money  Is  generally  beneficial  to  your  political  well-being,  w+iereas  collecting  it  is  generally 
detrimental.  Consequently,  it  was  a  wonderful  thing  to  provide  health  care  to  all  of  the 
elderly  in  our  society.  However,  it  would  have  been  very  bad  to  do  so  by  having  a  general 
tax  and  having  all  the  Americans  pay  for  it.  Consequently,  medicare  was  enacted  and  you 
didn't  have  to  raise  tax  rates  or  impose  a  new  tax  that  would  look  bad  for  politicians.  So, 
politicians  did  what  is  very  easy,  and  that's  just  add  it  to  the  payroll  tax. 

Unemployment  Taxes.  Unemployment  taxes  are  another  example  of  a  tax  that 
seemed  to  make  sense  when  it  was  adopted.  It  fairly  matched  the  payer  with  the  purpose 
of  the  benefits,  and  was  reasonable  in  amounts.  Today,  the  tax  has  dramatically 
increased,  covers  a  different  purpose,  and  makes  no  sense  at  all.  When  the 
unemployment  tax  was  adopted,  most  unemployment  was  the  cause  of  seasonal  or  cyclical 
layoffs  by  our  heavy  manufacturing  sector.  There  was  a  tax  applied  to  the  compensation 
of  workers  so  there  would  be  a  fund  available  to  offer  them  support  during  periods  when 
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business  circumstances  did  not  permit  their  employer  to  carry  them  on  the  payroll.  Layoffs 
were  normally  a  matter  of  a  few  weeks  and  the  woricers  almost  always  went  back  to  their 
original  employers.  Now,  layoffs  are  a  result  of  permanent  changes  of  some  type: 
relocations,  liquidations,  or  automation,  and  virtually  no  one  goes  back  to  his  or  her  former 
employer.  This  results  in  the  tax  being  assessed  on  employers  to  pay  the  unemployment 
compensation,  now  dramatically  increased  in  both  amounts  and  term,  for  workers  who 
were  laid  off  by  other  employers. 

For  many  of  the  unemployed,  unemployment  compensation  is  just  a  gap  to  provide 
subsistence  between  employment  and  welfare.  This  results  in  a  strong  disincentive 
created  in  the  workplace.  One  of  the  benefits  of  laying  off  all  your  workers  is  permanently 
relieving  yourself  of  any  responsibility  for  supporting  these  workers.  On  the  other  hand, 
if  these  people  happen  to  be  re-employed  by  another  company,  the  new  employer  is  now 
the  one  paying  the  tax.  To  recap,  if  a  company  employs  a  worker,  takes  him  or  her  off  the 
public  dole,  and  allows  that  worker  to  earn  consumable  dollars  and  pay  taxes  (including 
FICA),  the  reward  for  that  is  a  tax  to  cover  the  benefits  of  the  unemployed  who  worked 
elsewhere.  Does  that  make  any  sense?  And  it  is  even  worse  than  that  because  if  the 
company  hires  these  workers  for  what  turns  out  to  be  temporary  positions  and  then  is 
forced  to  lay  them  off,  they  have  been  doubly  penalized.  In  addition  to  paying  the  tax  they 
incurred  during  the  employment  period,  they  must  now  pay  a  higher  tax  on  all  their 
permanent  workers  because  the  benefits  paid  to  those  workers  are  charged  against  their 
experience  rating.  So,  for  several  years,  their  good  deed  will  continue  to  be  penalized. 
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Is  it  any  wonder  that  temporary  employment  services  are  one  of  the  most  rapidly  growing 
industries  in  the  country? 

Payroll  Taxes  Are  Unequitable.  The  bottom  line  is  that  payroll  taxes  have 
turned  out  to  be  an  extremely  unfair  tax  and  should  be  eliminated  in  their  entirety  and 
replaced  with  any  other  tax,  be  it  additional  income  tax,  a  value  added  tax,  a  national  sales 
tax,  or  something  else.  Payroll  taxes  are  levied  against  businesses  that  are  labor 
intensive,  whether  those  businesses  are  profitable  or  not.  Smaller  businesses,  the  ones 
we  are  counting  on  to  remain  the  engine  tliat  drives  the  economy,  are  generally  the  most 
labor  intensive.  K  is  obvious  that  the  more  employees  we  have,  the  healthier  the  country 
is.  Consequently,  it  makes  no  sense  to  penalize  companies  for  employing  more  people. 
For  the  worker,  payroll  taxes  are  the  most  regressive  of  all.  A  worker  making  under 
$61,200  pays  7.65%  of  his  or  her  compensation  in  payroll  taxes.  An  executive  at  the  same 
company  that  makes  $500,000  pays  2.21%  of  his  or  her  compensation  in  FICA  taxes. 

Chance  for  Economic  Boom.  The  thought  of  paying  for  unemployment  relief, 
retirement  benefits,  and  health  care  for  the  elderly  from  some  other  revenue  source 
becomes  even  more  enticing  w+ien  you  recognize  that  the  nation  would  experience  an 
economic  boom  never  before  imagined  if  workers  could  be  hired  without  incurring  a  payroll 
tax  burden.  For  example,  many  more  employers  could  afford  health  insurance  and  much 
of  the  revenue  loss  would  be  replaced  by  increased  income  taxes  which  would  occur  for 
several  reasons.    Companies  would  be  more  profitable  by  eliminating  the  substantial 
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burden  aeated  by  the  PICA  and  unemployment  taxes.  There  would  also  be  more  business 
profitability  just  from  the  increased  activity  generated  by  companies  not  afraid  to  expand 
their  labor  force.  There  would  be  income  taxes  paid  by  workers  who  otherwise  would  not 
have  been  hired.  Naturally,  there  would  also  be  a  savings  on  those  same  workers 
because  we  would  not  be  paying  unemployment  compensation  or  welfare  benefits. 

Congress  is  studying  a  plethora  of  new  ideas  for  taxing  us  and  we  at  NSBU  applaud 
that  effort.  However,  while  conducting  deliberations,  there  should  be  two  basic  premises 
kept  in  mind  —  Number  one:  Don't  try  to  solve  all  the  nation's  ills  on  the  backs  of 
employers.  Number  two:  Don't  penalize  companies  for  hiring  workers  and  taking  them  off 
the  public  dole! 

It  has  been  my  pleasure  to  address  you  here  this  morning.  I  will  answer  any 
questions  which  you  may  have. 
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Social  Security  and  Medicare 

By 
Peter  J.  Ferrara 


Social  Security  and  Medicare  constitute  almost  one-third  of  total  federal  spending 
and  over  half  of  federal  domestic  spending.  Therefore,  any  effort  to  reduce  the  deficit 
cannot  ignore  those  programs.  Moreover,  Social  Security  and  Medicare  face  severe  and 
overwhelming  structural  problems  that  demand  fundamental  reform.  To  reform  Medicare 
and  Social  Security,  Congress  should 

•  resist  any  increase  in  the  Medicare  payroll  tax; 

•  gradually  increase  the  Medicare  deductible; 

•  allow  the  elderly  to  opt  out  of  the  Medicare  system; 

•  increase  the  retirement  age; 

•  begin   privatizing  Social   Security. 

The  "Long  Term"  Financing  Crisis  —  Sooner  Than  You  Think 

Everyone  has  probably  heard  by  now  about  the  long-term  financing  crisis  of  Social 
Secunty  and  Medicare,  but  what  may  be  surprising  is  how  soon  that  "long  term"  crisis 
begins—  1999. 

The  crisis  starts  sooner  than  generally  though  because  the  difficulties  begin,  not 
when  the  trust  funds  run  out.  but  when  they  peak  and  start  to  decline.  At  that  point  the 
trust  funds  must  start  tummg  m  bonds  to  the  federal  govemment  to  obtain  the  cash  needed 
to  finance  benefits.  But  the  federal  govemment  has  no  cash  or  other  assets  with  which  to 
pay  off  those  bonds.  It  can  obtain  the  cash  only  by  borrowing  and  running  a  bigger  deficit, 
increasing  taxes,  or  cutting  other  govemment  spending. 

Three  tmst  funds  are  financed  by  payroll  taxes:  the  Old-Age  and  Survivors 
Insurance  Tmst  Fund  (OASI),  which  pays  Social  Security  cast  retirement  and  survivors 
benefits;  the  Disability  Insurance  Tmst  Fund  (DI),  which  pays  the  system's  disability 
insurance  benefits;  and  the  Hospital  Insurance  Tmst  Fund  (HI),  which  pays  hospital  bills 
for  the  elderly  under  Medicare  Part  A. 

Those  three  tmst  funds  today  are  together  mnning  a  surplus,  with  payroll  tax 
revenues  exceeding  expenditures.  For  fiscal  year  1994,  the  net  surplus  was  about  $15 
billion.  The  total  federal  deficit  is  effectively  reduced  each  year  by  the  amount  of  the 
surplus. 
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But  according  to  the  government's  own  intermediate  projections,  the  three  trust 
funds  combined  will  start  running  a  deficit  in  1999.  just  four  years  from  now  (See  Table 
16. 1 ).  The  amount  of  that  deficit  will  be  relatively  small  in  the  first  year,  about  $2.6 
billion.  (All  figures  in  this  paper  are  in  constant  1995  dollars.)  But  that  marks  a  critical 
turning  point,  because  in  1999  the  trust  funds  will  be  increasing  the  federal  deficit  by  that 
amount  rather  than  reducing  it  for  the  first  time  in  almost  20  years. 

Moreover,  by  2010  the  deficit  in  the  three  trust  funds  combined  will  have  grown  to 
S72.6  billion.  Just  five  years  later,  the  deficit  will  have  more  than  doubled  to  $155.9 
billion.  In  other  words,  in  2015  the  trust  funds  alone  will  be  increasing  the  total  federal 
deficit  by  about  three-fourths  of  the  entire  current  federal  deficit. 

But  even  that  does  not  measure  the  magnitude  of  the  entire  crisis.  The  federal 
government  finances  about  75  percent  of  Medicare  Part  B,  also  called  Supplementary 
Medical  Insurance  (SMI),  out  of  general  revenue  rather  than  payroll  taxes.  The  general 
revenue  contributions  for  SMI  effectively  increase  the  total  federal  deficit  by  an  equivalent 
amount  each  year. 

The  general  revenue  contribution  for  SMI  was  approximately  $36  billion  for  1994. 
But  by  2005,  with  current  rates  of  growth,  general  revenue  contributions  will  nearly  triple 
to  $104.4  billion.  Adding  in  that  year's  deficit  in  the  three  trust  funds  financed  by  the 
payroll  tax.  Social  Security  and  Medicare  together  will  increase  the  total  federal  deficit  by 
about  $140  billion. 

By  2010  that  amount  will  have  grown  to  about  $200  billion,  about  the  same  as  the 
entire  current  deficit.  And  by  2017  Social  Security  and  Medicare  will  be  contributing  an 
overwhelming  $376.9  billion  to  the  deficit,  almost  double  today's  entire  deficit. 

All  that  will  occur  before  the  trust  funds  are  exhausted.  If  all  three  trust  funds  are 
combined,  with  each  drawing  from  the  others  to  keep  the  system  going  for  as  long  as 
possible,  then  under  the  intermediate  assumptions  they  will  all  be  exhausted  by  2017.  The 
next  year,  paying  all  promised  benefits  would  require  an  increase  in  the  total  payroll  tax, 
including  the  employer  and  employee  shares,  to  about  20  percent,  an  increase  of  30 
percent.  By  the  time  those  entering  the  workforce  today  retire,  the  total  payroll  tax  will 
have  to  increase  to  approximately  27  percent  (see  Table  16.2). 

Even  that  is  not  the  whole  story.  The  projections  discussed  above  are  all  based  on 
the  government's  intermediate  assumptions.  But  the  annual  trust  fund  reports  also  include 
so-called  pessimistic  assumptions,  which  assume  slightly  higher  unemployment  and 
inflation  rates  and  an  increase  in  life  expectancy  at  retirement  much  closer  to  actual 
experience  in  recent  decades.  Under  those  quite  plausible  "pessimistic"  projections,  the 
OASI.  DI.  and  HI  trust  funds  combined  start  running  a  deficit  in  1996.  By  2000  those 
three  trust  funds  alone  would  be  adding  $66.3  billion  to  the  federal  deficit.  By  2005  that 
amount  would  grow  to  almost  $125  billion  (see  Table  16.3) 

In  addition,  according  to  those  projections,  in  2000,  just  five  years  from  now,  the 
annual  general  revenue  contribution  for  SMI  grows  to  about  $80  billion.  Social  Security 
and  Medicare  alone  would  be  adding  almost  $150  billion  to  the  federal  deficit,  about  three- 
fourths  as  much  as  the  entire  deficit  today.  By  2005,  just  over  a  decade  from  now,  Social 
Security  and  Medicare  would  be  increasing  the  total  federal  deficit  by  an  overwhelming 
$240.9  billion. 

Under  those  assumptions,  if  all  three  trust  funds  were  combined,  then,  incredibly, 
they  would  all  be  exhausted  in  2005,  only  a  decade  from  now.  The  total  payroll  tax  rate 
would  then  have  to  be  raised  to  about  20  percent  to  pay  all  promised  benefits.  By  the  time 
those  entering  the  workforce  today  retire,  the  total  combined  payroll  tax  rate  would  have  to 
be  increased  to  approximately  40  percent,  almost  three  times  today's  rates  (see  Table  16.4). 

In  addition  to  those  financial  difficulties,  other  severe  problems  plague  Social 
Secunty  and  Medicare.  Probably  the  most  important  is  that  Social  Security  is  now  a  bad 
deal  for  today's  young  workers.  Payroll  taxes  are  already  so  high  that  even  if  today's 
young  workers  receive  the  promised  benefits,  those  benefits  will  amount  to  a  low,  below- 
market  return  on  payroll  taxes.  Studies  show  that  for  most  young  workers  benefits  would 
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amount  to  a  real  return  of  1  percent  or  less  on  the  required  taxes.  For  many,  the  real  return 
would  be  zero  or  even  negative.  Those  workers  can  now  get  far  higher  returns  and 
benefits  through  private  savings,  investment,  and  insurance. 

For  example,  take  a  couple  entering  the  workforce  in  the  mid-1980s  and  earning 
average  incomes  over  their  entire  careers.  At  even  a  4  percent  real  rate  of  return,  which  is 
just  over  half  the  retum  earned  in  the  stock  market  over  the  last  70  years,  that  couple  would 
retire  with  a  trust  fund  of  over  $1  million  in  today's  dollars.  The  fund  would  pay  more 
than  Social  Security  out  of  the  continuing  interest  alone  and  still  allow  the  couple  to  leave 
the  $1  million  fund  to  their  children  or  other  heirs.  Or  the  fund  could  pay  the  couple  about 
three  times  what  Social  Security  would  pay,  each  year  for  the  rest  of  their  lives. 

Solving  the  Medicare  Crisis 

Clearly  the  104th  Congress  will  have  to  act  quickly  to  address  the  Medicare  crisis. 
However,  in  doing  so.  Congress  should  resist  any  attempt  to  increase  the  Medicare  payroll 
tax.  Payroll  taxes  are  already  far  too  high,  placing  an  unacceptable  burden  on  today's 
young  people.  Moreover,  payroll  taxes  are  a  de  facto  tax  on  employment,  depressing 
wages  and  destroying  jobs. 

Congress  should  also  resist  calls  to  increase  Medicare  premiums  on  the  elderly, 
which  finance  about  25  percent  of  Medicare  Part  B.  The  growth  of  those  premiums,  which 
are  already  a  heavy  burden  on  many  elderly  people,  should  be  limited  to  grow  no  faster 
than  the  rate  of  increase  in  incomes.  Finally,  general  revenue  contributions  to  Medicare 
Part  B  should  also  be  limited  to  grow  no  faster  than  economic  growth.  Such  subsidies 
could  no  longer  become  a  greater  burden  relative  to  the  economy. 

Both  Part  A  and  Part  B  Medicare  benefits  should  then  be  subject  to  an  added 
deductible,  adjusted  each  year  to  be  large  enough  to  keep  Medicare  expenditures  no  greater 
than  Medicare  revenues.  The  amount  would  be  a  modes  amount  in  the  first  year,  and  it 
would  grow  slowly  over  time.  Several  decades  down  the  line,  the  deductible  would  be 
several  thousand  dollars  per  year.  At  the  same  time.  Medicare  would  cover  catastrophic 
expenses  without  limit.  Consequently,  Medicare  would  be  transformed  from  a  first-dollar 
insurance  plan  to  a  back-up  catastrophic  program. 

At  the  same  time,  individual  retirement  accounts  (IRAs)  should  be  expanded  for 
everyone  so  workers  can  now  start  saving  to  cover  future  noncatastrophic  expenses  below 
the  deductible.  If  necessary,  vouchers  could  be  provided  to  low-income  elderly  to  enable 
them  to  buy  insurance  to  cover  the  added  deductible. 

In  addition,  each  retiree  should  have  the  right  to  opt  out  of  the  Medicare  system  and 
receive  a  voucher  equal  to  the  average  per  capita  expenditure  under  Medicare.  That  voucher 
could  be  used  to  purchase  private  insurance  or  HMO  coverage  or  make  contributions  to  a 
medical  savings  account.  The  elderly  would  be  protected  fro  both  catastrophic  expenses 
and  increasingly  burdensome  Medicare  premiums.  The  vouchers  would  also  allow  them  to 
escape  the  increasing  rationing  and  reduced  quality  of  care  under  Medicare  and  choose  the 
private  coverage  and  services  they  prefer. 

Social  Security  Reform 

Congress  has  traditionally  been  reluctant  to  address  the  serious  structural  problems 
of  Social  Security.  However,  recently  Sen.  Robert  Kerrey  (D-Neb.)  and  former  senator 
John  Danforth  (R-Mo.),  the  cochairmen  of  the  Bipartisan  Commission  on  Entitlement  and 
Tax  Reform,  recommended  the  first  tentative  stops  toward  Social  Security  reform.  Among 
their  recommendations: 
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•  Raising  the  Social  Security  and  Medicare  retirement  age  to  70.  phased  in  over 
the  next  30  years; 

•  Indexing  future  Social  Secunty  benefits  to  prices  rather  than  wages,  maintaining 
benefits  at  the  same  level  as  today  in  real  terms  but  preventing  escalation  in 
those  benefits; 

•  Reducing  the  extra  benefits  paid  to  nonworldng  spouses  from  50  percent  of  the 
worker's  primary  benefits  to  33  percent. 

•  Shifting  approximately  10  percent  of  Social  Security  taxes  into  individual 
accounts  for  each  worker  that  can  be  invested  at  the  worker's  direction  and  used 
to  support  future  benefits. 

Those  proposals  represent  a  realistic  starting  point  for  discussing  reform  of  Social 
Security's  financing  problem.  But  those  changes  would  also  make  Social  Security  an  even 
worse  deal  for  today's  young  workers,  when  it  is  already  an  unacceptably  poor  deal  for 
them.  Moreover,  the  delay  in  the  retirement  age  would  fall  most  harshly  on  African- 
Americans  and  other  minorities  with  lower  life  expectancies,  who  tend  to  live  fewer  years 
in  retirement  to  collect  benefits.  Delaying  the  retirement  age  would  take  away  more  of  the 
benefits  of  this  group  than  of  others.  Consequently,  such  reforms  would  be  desirable  only 
if  combined  with  a  private-sector  option  for  today's  young  workers,  similar  to  the  reform 
adopted  in  Chile  almost  15  years  ago. 

In  1981  Chile  faced  the  same  difficulties  as  presented  by  the  U.S.  Social  Security 
system  today.  In  response,  the  government  allowed  workers  the  freedom  to  save  and 
invest  for  their  retirement  in  pnvate  investment  accounts,  similar  to  IRAs  in  the  United 
States,  rather  than  through  Social  Security.  Workers  could  also  buy  private  life,  disability, 
and  health  insurance  through  the  accounts  to  replace  public  insurance,  disability,  and  health 
benefits.  Workers  already  in  the  old  system  at  the  time  of  the  reform  received  government 
bonds  for  their  past  taxes.  The  bonds  can  be  used  to  fund  part  of  their  future  retirement 
benefits. 

Those  reforms  have  been  wildly  popular,  with  more  than  90  percent  of  workers 
choosing  the  private  investment  system.  Required  contributions  are  nearly  25  percent 
lower  than  under  the  old  Social  Security  system.    Yet  because  the  retirement  funds  earn 
full  market  investment  returns,  the  new  system  is  projected  to  pay  much  higher  benefits.  In 
addition,  because  the  private  system  is  backed  by  fully  funded  investments,  it  stops  the 
massive  accumulation  of  long-term  debt  under  Social  Security  and  eliminates  long-term 
funding  deficits.  Moreover,  Chile's  government  credits  the  private  retirement  system  with 
generating  huge  amounts  of  increased  savings  and  investment,  which  are  sharply 
increasing  economic  growth  in  that  country. 

Chile's  reforms  are  seen  as  such  a  huge  economic  and  political  success  that 
countries  throughout  Latin  America,  including  Argentina,  Peru,  and  Colombia,  are 
beginning  to  implement  similar  changes.  Mexico  has  implemented  a  new  privatized  Social 
Security  system  operating  alongside  its  old  state-run  system.  Britain  has  allowed  some 
people  to  opt  out  of  its  upper  tier  of  benefits,  and  Italy  has  begun  to  privatize  some  aspects 
of  its  Social  Security  system.  Such  reforms  would  ultimately  be  quite  popular  in  the 
United  States  as  well. 

Interestingly,  Kerry  and  Danforth  took  the  first  step  in  that  direction  with  their 
proposal  to  shift  some  Social  Security  revenues  into  individual  investment  accounts. 
However,  Kerry  and  Danforth  would  allow  individuals  to  control  only  10  percent  of  their 
Social  Security  payments.  Congress  should  allow  individuals  the  option  of  shifting  their 
entire  Social  Security  payment  to  individually  controlled  accounts. 
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Table  16. 1 

Effect  of  Social  Security  and  Medicare  on  the  Federal  Deficit. 

Intermediate  Assumptions  (billions  of  1995  dollars) 


Total  Effect  of 

Annual  Deficits 

Annual  General 

Social  Security  and 

in  OASDHI  Trust 

Revenue  Subsidies 

Medicare  on  the 

Year 

Funds 

for  Medicare  Part  B 

Federal  Deficit 

1995 

+  16.0 

41.0 

25.0 

1996 

+  12.6 

56.8 

44.2 

1997 

+  8.7 

60.7 

52.3 

1998 

+  2.7 

65.6 

62.9 

1999 

-2.6 

70.5 

73.1 

2000 

-7.6 

75.8 

83.4 

2001 

-13.7 

81.8 

95.5 

2002 

-20.2 

88.2 

108.4 

2003 

-26.1 

95.5 

121.6 

2004 

-31.6 

100.2 

131.8 

2005 

-36.6 

104.4 

141.0 

2006 

-45.0 

109.6 

154.6 

2007 

-52.7 

114.3 

167.0 

2008 

-59.9 

118.7 

178.6 

2009 

-66.5 

122.8 

189.3 

2010 

-72.6 

126.3 

198.9 

2011 

-91.9 

133.2 

225.1 

2012 

-109.7 

139.6 

249.3 

2013 

-126.6 

145.5 

272.1 

2014 

-141.8 

150.9 

292.7 

2015 

-155.9 

156.1 

312.0 

2016 

-182.0 

163.7 

345.7 

2017 

-206.1 

170.8 

376.9 

Source:  Calculated  from  1994  Annual  Report  of  the  Board  of  Trustees  of  the  Federal  Old-Age  and  Survivors 
Insurance  and  Disabiliry  Insurance  Trust  Furuis  fWashington:  Government  Pnnang  Office.  April  1 1.  1994), 
and  1994  Annual  Report  of  the  Board  of  Trustees  of  the  Federal  Supplementary  Medical  Insurance  Trust 
fum/ fWashington;  Government  Pnnnng  Office,  April  II.  1994). 

Table  16.2 

Total  Social  Security  Tax  Rates  Needed  to  Finance  All  Promised 

Benefits  after  Trvst  Funds  Are  Exhausted  under  Intermediate 

Assumptions 

Year  Rate  (percent) 

2020  21.59 

2025  23.92 

2030  25.69 

2035  26.67 

2040  26.97 

2045  27.22 

2050  27.63 

SoimcE:  1994  Annual  Report  of  the  Board  of  Trustees  of  the  Federal  Old-Age  and  Sunivors  Insurance  and 
Disability  Insurance  Trust  Funds  fWashington:  Government  Pnnong  Office.  April  1 1.  1994).  Table  HI.  A.  2. 

Note:  Current  rate  is  1 5.3  percent 
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Table  16.3 

Effect  of  Social  Security  and  Medicare  on  the  Federal  Deficit  under 

Pessimistic  Assumptions  (billions  of  7  995  dollars) 


Total  Effect  of 

Annual  Deficits 

Annual  General 

Social  Security  and 

in  OASDHI  Trust 

Revenue  Subsidies 

Medicare  on  the 

Year 

Funds 

for  Medicare  Part  B 

Federal  Deficit 

1995 

+  1.0 

41.8 

40.8 

1996 

-7.6 

57.4 

65.0 

1997 

-16.9 

61.7 

78.6 

1998 

-42.5 

66.5 

109.0 

1999 

-56.7 

72.7 

129.4 

2000 

-66.3 

79.9 

146.2 

2001 

-77.8 

87.7 

165.5 

2002 

-90.9 

96.1 

187.0 

2003 

- 103.9 

105.5 

209.4 

2004 

-114.2 

112.0 

226.2 

2005 

-123.2 

117.7 

240.9 

Source:  Calculated  from  1994  Annual  Report  of  the  Board  of  Trustees  of  the  Federal  Old-Age  and  Sunivors 
Insurance  and  Disability  Insurance  Trust  Funds  fWashington:  Government  Pnnnng  Office,  D.C.,  Apnl  1 1, 
1994);  and  1994  Annual  Report  of  the  Board  of  Trustees  of  the  Federal  Supplementary  Medical  Insurance 
Trust  Fund  fWashington:  Govemmeni  PnnDng  Office.  Apnl  1 1.  1994). 


Table  16.4 

Total  Social  Security  Tax  Rates  Needed  to  Finance  All  Promised 

Benefits  after  Trust  Funds  Are  Exhausted  under  Pessimistic 

Assumptions 


Year  Rate  (percent) 


2005  19.22 

2010  20.74 

2015  23.64 

2020  27.62 

2025  32.00 

2030  35.99 

2035  38.93 

2040  40.70 

2045  41.98 

2050  43.39 


Source:   1994  Annual  Report  of  the  Board  of  Trustees  of  the  Federal  Old-Age  and  Sunivors  Insurance  and 
Disabiliry  Insurance  Trust  Funds  (Washington  Govemmeni  Pnnong  Office.  Apnl  1 1.  1994).  Table  HI  A  2 

Note  Current  rate  is  15.3  percent. 
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TESTIMONY  OF  THE 
NATIONAL  FEDERATION  OF  INDEPENDENT  BUSINESS  (NFIB) 

Witness:  Mark  Isakowitz 

Director,  Federal  Government  Relations.  House 
Subject:  Impact  of  Federal  Payroll  Taxes  on  Small  Business 

Before:  House  Committee  on  Small  Business 

Subcommittee  on  Taxation  and  Finance 
Date:  June  28,  1995 

On  behalf  of  the  more  than  600,000  small  business  owner  members  of  the  National 
Federation  of  Independent  Business  (NFIB),  the  nation's  largest  small  business  advocacy 
organization,  I  am  pleased  to  participate  in  this  hearing.  NFIB  commends  Chairwoman  Smith 
and  the  rest  of  the  Subcommittee  members  for  bringing  attention  to  the  enormous  burden  payroll 
taxes  have  become  to  small  business  owners  and  the  need  to  address  this  issue  as  Congress  looks 
at  major  overhaul  of  this  country's  tax  system. 

Our  membership  parallels  the  national  business  population  in  that  approximately  50 
percent  of  our  members  own  retail  and  service  enterprises;  25  percent  are  in  manufacturing  and 
construction;  and  the  remaining  25  percent  operate  agricultural,  transportation,  mining,  wholesale, 
financial,  insurance,  or  real  estate  enterprises.  The  average  NFIB  member  has  5  employees  and 
grosses  about  $250,000  in  annual  sales.  NFIB  sets  its  public  policy  positions  through  regular 
polling  of  the  membership. 

Costs  of  Federal  Payroll  Taxes 

The  process  in  which  the  Subcommittee  and  the  Congress  are  now  engaged  presents  a 
historic  opportunity  to  relieve  America's  small  business  owners  from  government-imposed 
burdens  and  to  open  the  door  to  economic  expansion  and  job  creation.  Federal  payroll  taxes 
represent  perhaps  one  of  the  greatest  inhibitors  today  to  furthering  economic  expansion  and  lob 
creation  in  the  small  business  sector. 

Payroll  taxes  are  by  far  the  fastest  growing  federal  tax  burden  on  small  businesses.  Jn 
fact,  a  majority  of  small  firms  pay  more  in  payroll  taxes  than  in  any  other  form  of  tax. 
Additionally,  as  you  can  see,  our  membership  and  small  businesses  in  general  are  concentrated 
in  those  sectors  of  business  which  tend  to  be  primarily  labor  intensive.  They  employ  people 
rather  than  machines.  Payroll  taxes,  dominated  by  FICA  taxes,  therefore  place  a  disproportionate 
burden  on  them.  It  is  important  to  note  also  that  besides  the  burden  of  federal  payroll  taxes, 
small  business  owners  must  also  pay  state  payroll  taxes,  including  unemployment,  workers 
compensation  insurance  and  often  local  wage  taxes. 
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History  of  Federal  Payroll  Taxes 

The  payroll  tax  was  the  last  of  the  primary  government  revenue  sources  that  came  into 
broad  usage.  Since  the  institution  of  the  payroll  tax  in  the  mid  1930s,  its  relative  share  of  federal 
revenue  has  gone  from  zero  to  about  30  percent.  At  the  same  time,  corporate  income  tax  revenue 
has  declined  to  approximately  10  percent  of  federal  revenues.  Almost  one  out  of  every  three  tax 
dollars  now  collected  by  the  federal  government  is  from  a  payroll  tax.  For  business  owners,  this 
has  meant  an  astronomical  increase  in  taxes  paid  per  employee.  Between  1970  and  1990,  there 
were  eleven  PICA  (Social  Security)  tax  rate  increases,  amounting  to  a  60  percent  rise;  ninteen 
PICA  tax  base  increases,  cumulatively  totaling  630  percent:  three  FUTA  (unemployment 
compensation)  tax  rate  increases  totaling  94  percent;  and  three  PUTA  base  increases  on  the  order 
of  133  percent.  In  1993,  the  cap  on  the  health  insurance  portion  (2.9  percent)  of  PICA  was 
completely  eliminated. 

Perhaps  because  it  was  politically  easier  than  raising  income  taxes,  small  business  owners 
have  seen  payroll  taxes  over  the  last  50  years  rise  from  insignificant  levels  to  become  the  maior 
tax  burden  of  their  business.  Tax  increases  have  occurred  despite  early  promises  that  they  would 
not.  In  fact,  the  pamphlet  that  accompanied  the  first  Social  Security  Administration  material  (see 
attached)  promised  that  business  owners  would  never  pay  more  than  one-and-a-half  percent  of 
payroll  in  these  taxes.  Today  business  owners  pay  7.65  percent  of  payroll,  and  employees  must 
also  contribute  7.65  percent.  The  self  employed  must  pay  the  entire  15.3  percent  -  five  times 
more  than  what  the  government  first  promised  business  owners  was  the  most  they  would  ever 
have  to  pay. 

Who  Pays  the  Tax? 

The  law  reads  that  employers  and  employees  split  the  PICA  tax;  half  is  paid  by  each. 
The  total  PUTA  tax  is  presented  to  the  employer.  But  while  the  law  allocates  taxes  in  those 
proportions,  who  actually  bears  the  burden? 

When  payroll  taxes  are  increased,  one  option  the  business  owner  has  is  to  raise  prices  - 
passing  the  cost  on  to  the  consumer.  But  a  small  firm  in  an  extremely  price  sensitive  market 
could  lose  significant  customer  base  and  might  consider  that  to  be  committing  suicide,  and  would 
chose  to  avoid  that  option.  Another  option  is  to  reduce  employee  wages  to  cover  the  new  payroll 
cost,  but  this  cannot  be  done  if  the  worker  is  earning  minimum  wage.  A  third  option  is  to  let 
one  or  more  employees  go  and  limit  hiring  to  the  greatest  extent  possible.  NPIB  believes  that 
the  third  option  is  the  most  likely  to  occur.  In  a  September  1994  Gallup  survey  done  for  NFIB 
on  health  care  reform,  31  percent  of  small  business  owners  said  they  would  have  to  reduce  ihe 
number  of  employees  in  their  firm  with  even  a  3.5  percent  increase  in  payroll  costs. 
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Incentives  Created  by  Payroll  Taxes 

Because  of  the  payroll  tax,  labor  becomes  more  expensive  vis-a-vis  capital  as  does  the 
cost  of  work  vis-a-vis  the  cost  of  leisure.  Thus,  the  payroll  tax  has  important  disemploymont 
effects.  By  raising  the  cost  of  labor  through  a  "head  tax,"  payroll  taxes  create  an  artificially  low 
demand  for  labor  and  an  artificially  high  demand  for  capital.  A  study  in  the  1980s  by  Thomas 
Borzilleri,  using  simulations  generated  from  the  Data  Resource  Inc.  (DRI)  model,  estimated  that 
an  increase  of  .8  percent  in  payroll  taxes  caused  a  loss  of  530,000  jobs- 
Impact  of  Payroll  Taxes  on  Small  Business 

Small  business  owners  are  particularly  hurt  by  payroll  taxes  because  of  several  key 
characteristics  not  shared  by  most  larger  businesses.  Although  both  large  and  small  businesses 
are  internationally  less  competitive  because  of  payroll  taxes,  among  domestic  firms  laige 
businesses  can  benefit  because  they  do  not  share  these  small  business  characteristics: 

1)  Small  businesses  are  in  general  sianificantly  more  labor  intensive  than  larger  firms. 
Additionally,  small  businesses  cannot  as  easily  shift  from  labor  to  capital  expenditures  when 
payroll  taxes  increase  because  capital  equipment  is  expensive. 

2)  Small  businesses  do  not  have  the  financial  resources  to  withstand  prolonged  periods  of 
negative  or  poor  earnings.  Most  small  businesses  survive  not  on  profitability  but  on  cash  flow. 
Thus,  even  if  the  full  cost  of  the  employers'  share  can  be  shifted  to  employees  or  consumers  in 
the  long  run,  small  businesses  often  can't  reach  the  long  run. 

3)  Small  businesses  can't  deduct  as  much  of  their  payroll  tax.  Because  small  businesses 
generally  earn  far  less  than  large  businesses,  small  businesses  often  pay  taxes  at  lower  federal 
income  tax  rates.  Consequently,  their  deduction  is  lower.  For  example,  a  firm  in  the  15  percent 
tax  bracket  saves  far  less  from  the  same  payroll  tax  amount  deducted  from  a  firm  in  the  3'^.6 
percent  tax  bracket. 

4)  Small  businesses  generally  have  lower  paid  employees.  Thus,  payroll  taxes  are  a  greater 
percentage  of  total  payroll  when  compared  to  businesses  with  higher  paid  employees  because  of 
the  PICA  and  FUTA  wage  bases.  Currendy,  the  PICA  wage  base  is  $61,200.  The  FUTA  wage 
base  is  $7,000. 

Because  of  these  characteristics,  payroll  taxes  have  an  especially  harsh  impact  on  small 
businesses.  Minority  and  women  owned  businesses  are  affected  particularly  severely  by  payroll 
taxes  because  they  tend  to  be  small  and  labor  intensive.  Minority  owned  businesses  represent 
approximately  10  percent  of  all  businesses,  but  only  account  for  3.9  percent  of  business  receipts. 
In  addition,  of  those  minority  owned  firms  that  have  employees,  the  average  number  of 
employees  is  3.1.  Women  owned  firms  tend  to  be  in  the  retail  and  service  sector,  which  often 
tend  to  be  small  businesses.  For  all  firms,  when  payroll  taxes  become  unbearable  for  small 
business  owners,  low  wage  workers  are  the  first  to  go,  severing  the  first  step  on  the  economic 
ladder  for  the  working  poor. 
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The  Payroll  Tax  Means  Fewer  Businesses  and  Fewer  Jobs 

Payroll  taxes  must  be  paid  regardless  of  the  financial  health  of  a  business.  This  tax 
burden  discourages  many  individuals  from  pursuing  the  American  dream  of  starting  up  a  new 
small  business  because  of  the  prohibitive  cost  of  this  tax.  For  those  small  businesses  in  trouble, 
struggling  to  keep  their  doors  open,  the  payroll  tax  burden  can  be  the  "last  straw"  before  a 
business  is  forced  to  close  down.  The  bottom  line  is  that  payroll  taxes  are  decidedly  regressive  - 
-  new  and  marginal  businesses  pay  a  higher  effective  rate  than  healthy  businesses.  The  tax  has 
no  relation  to  profitability. 

The  disproportionate  impact  of  payroll  taxes  on  small  businesses  also  means  fewer 
jobs  are  created,  and  more  jobs  are  destroyed.  Since  the  early  1970s,  small  firms  have 
created  two  of  every  three  net  new  jobs  in  this  country  (created  jobs  minus  lost  jobs).  The 
nation's  small  business  job  machine  has  shown  a  capacity  to  produce  in  either  good  or 
tough  times.  From  1989  to  1991,  a  period  of  minimal  economic  growth,  firms  with  fewer 
than  20  employees  created  aU  net  new  jobs  in  the  country.  Firms  of  all  other  sizes  lost 
employment  during  that  period.  .More  than  half  of  all  Americans  working  in  the  private 
sector  are  now  employed  by  small  businesses.  More  often  than  not,  small  businesses  are 
also  the  place  where  young  people  receive  their  first  full-time  employment  with  valuable  on- 
the-job  training.  Small  businesses  also  employ  more  older  workers  than  do  large  businesses. 

Consequently,  payroll  taxes  can  prove  fatal  not  only  to  small  businesses  dependent  upon 
people  but  also  the  labor  force.  Additionally,  the  tax  is  especially  burdensome  for  self-emplo)ed 
business  owners  -  a  group  estimated  to  employ  32  percent  of  the  U.S.  workforce  --  who  must 
pay  the  full  15.3  percent. 

Small  Business  Owners  Support  Reducing  Payroll  Taxes 

Because  a  majority  of  small  business  owners  pay  more  in  payroll  taxes  than  in  any  otlier 
form  of  taxation,  it  should  not  be  surprising  that  small  businessmen  and  women  are  very 
concerned  about  the  current  level  of  payroll  taxation,  as  well  as  its  future  course,  and  rank  it  as 
one  of  their  more  serious  problems.  In  the  1992  edition  of  NFIB's  Small  Business  Problems  and 
Priorities,  small  business  owners  ranked  payroll  taxes  as  their  6th  most  important  of  the  top  75 
small  business  problem  areas.  In  the  1995  White  House  Conference  on  Small  Business,  payroll 
tax  reform  was  among  the  top  60  recommendations  of  the  conference. 

When  asked  whether  the  last  payroll  tax  increases  should  be  repealed,  an  overwhelming 
seventy-nine  percent  of  NfFIB  members  voted  against  the  tax  increases.  In  fact,  over  the  last  20 
years  during  the  dramatic  changes  which  have  caused  the  PICA  system  to  be  restructured,  NFIB 
small  business  owners  have  consistently  opposed  PICA  tax  increases.  In  a  paper  prepared  for 
NFIB  and  subn^tted  prior  to  the  1983  Social  Security  Amendments,  Michael  Boskin,  fomier 
Chairman  of  the  President's  Council  on  Economic  Advisors,  stated: 
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"Given  the  huge  outcry  against  the  large  [payroll  tax]  increase 
legislated  in  1977  it  is  clear  that  the  time  has  come  to  reexamine 
the  future  course  of  Social  Security.  The  alternative  is  continued 
unpopular  tax  increases  which  add  to  costs  and  prices,  reduce  wage 
rates,  redirect  the  system  further  from  an  earned  entitlements  or 
annuity  basis  and  continually  erode  public  support  of  the  Social 
Security  system." 

Although  things  have  changed  since  Mr.  Boskin's  statement  12  years  ago,  the  basic 
premise  still  holds  true  that  payroll  taxes  are  a  crushing  tax  burden  to  small  businesses  that  mast 
be  addressed  as  part  of  any  significant  federal  tax  reform  effort. 

Conclusion:    Payroll  Taxes,  Tax  Reform  and  Medicare  Reform 

It  is  difficult  to  find  an  economist  who  can  or  will  justify  a  payroll  tax.  Yet,  payroll  lax 
rates  have  continued  to  spiral  upward  over  the  past  half-century,  imposing  an  ever-increasing 
burden  on  our  nation's  small  businesses  and  job  growth.  From  the  viewpoint  of  small  business 
owners,  payroll  tax  reform  should  be  considered  an  important  part  of  a  federal  tax  system 
overhaul.  Even  if  income  taxes  were  abolished  altogether,  the  majority  of  small  business  owners 
would  not  be  relieved  of  their  greatest  tax  burden. 

It  has  been  recently  estimated  that  payroll  taxes  would  have  to  be  increased  threefold  by 
2050  given  the  current  trend  in  Social  Security  and  Medicare.  Clearly,  such  an  increase  would 
spell  the  end  of  small  business.  Protection  from  tax  increases  is  not  all  small  business  owners 
need,  however.  Letting  alone  this  doomsday  scenario,  small  business  owners  badly  need  relief 
from  current  payroll  tax  levels.  As  Congress  looks  at  "pulling  the  tax  system  out  from  its  roois, ' 
it  should  consider  these  facts.  It  should  also  consider  them  as  it  goes  about  repairing  Medicire 
this  year. 
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\>orke'l  soino  luno  (one  Jaf  or  uiorej  in  eacli  of  aav  5  years  aficr 
I'Mn,  and  li.ivo  e^meiJ  Junug  thai  time  a  toi.il  of  $2,000  or  more. 
Tlie  checks  will  come  to  you  ia  a  righu  Yuu  wiii  get  tliem 
rc^Jr<llcM  n(  the  amount  of  property  or  income  you  may  have. 
They  are  what  th«  law  calU  "Old'Age  Benefili"  under  ih«  Social 
Security  AcL  If  you  prefer  to  keep  on  workiag  after  you  are  65, 
the  monthly  clieclu  from  tlie  Govemincnt  will  begin  coming  to 
)  ou  whenever  you  Jeci Jo  to  retire. 

TIm  Aai*««(  •!  Voar  Cliecka 

How  mach  70a  will  ftt  when  yoa  are  65  jean  oM  will  depeml 
entirely  on  how  much  yo«  com  in  wages  froa  jmu  iaduathal  or 
buaineM  employment  between  January  ),  1937,  and  your  63ili  birth« 
ilay.  A  man  or  woman  who  geu  good  wagee  and  hae  a  aieatly  job 
meet  of  hia  or  her  life  can  get  as  mneh  aa  SAS  a  mealh  for  life  af If^r 
age  6S>  The  leaal  yoa  can  get  in  mootkly  bene£l4^  if  you  come 
under  the  law  u  all,  ia  tlO  a  month. 

IF  YOU  ARK  NOW  YOUNG 

Suppoaa  yoa  ere  making  I3S  a  week  and  are  yoang  anaagh  now  to 
go  on  working  for  iO  years.  If  yoa  maka  aa  average  of  tZS  a  week 
for  52  weeka  ia  each  year,  yoar  ehaek  whea  yoa  are  6S  years  oU 
will  he  tS3  a  month  f or  tU  rest  of  yoax  life.  If  yea  make  $50  a 
week,  yoa  will  get  $74^  a  mocuh  for  the  rest  ol  yoor  Ufa  afur 
age  65. 

IF  YOU  ARB  NOV  MIDDLB.ACED 

Bnt  snppoee  yo«  ara  aboat  S5  yean  eld  aow  aad  hrnn  10  7«an  t* 
work  bdTota  yea  ara  65.  Sappoee  yaa  OMika  oaly  $15  a  week  am 
the  areraga.  Wbea  yaa  slap  work  at  age  65  yoa  will  get  a  check 
for  tl9  each  moatk  for  the  rest  of  year  life.  If  yea  make  525  a 
week  for  10  year^  yea  will  gel  a  little  over  $23  a  month  from  the 
Covenimeat  aa  leog  aa  yaa  Uve  after  year  6Slh  birthday. 

IF  YOU  SHOULD  DIB  REFORB  ACE  6S 

If  yoa  ahaaU  die  befoca  yaa  begia  ta  (st  yaar  laaolhly  ekedu, 
year  faoUly  will  gat  a  payoMal  ia  cash,  amaaatiag  la  $'/(  seals  oa 
every  dallar  af  wefm  yaa  have  eemed  aflar  193A.  If,  far  esampla, 
you  ahould  dia  et  aga  64,  sad  if  yoa  had  earaod  $2S  a  week  far  10 
yean  before  that  dma^  yaar  faaOly  waald  reseha  $4SSb  Oa  tba 
other  haad,  if  yaa  luisa  aal  wacked  enough  la  gs«  tba  rsgalar 
maaihlf  cheeks  by  tha  tiaa  yaa  ara  65,  yoa  will  gel  a  lump 
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,ir  if  you  sLoul  I  'Jie  ^.lur  ijinil.  ,jr  c.i.ii-  v.ou,.l  ^  i  ^  i  .tni.  ,,,i., 
ri,.,  amount  of  tills,  luu,  wi  Ulic  J  '  ^  cl  uu  ..,,,- ^  c>'  i.,l  Lr  >^i'  %.  ^^i  , 
you  ejrn  after  10J6. 

T  vvi;.s 

TIIK  lanie  law  that  proviilci  iliri4«>  nl.|-.i|;c  lirnr-riii  fnr  }oii  .mil 
oilier  uorkcrt,  tcti  up  ceruin  new  t.iXLS  lo  he  panl  to  llie  Uniti  <l 
Mute*  GoveninirnL  ThcM  laxct  jre  collectcil  by  tlie  fiiireaii  of 
Intt-riiul  Kevciiuu  of  ihn  U.  S.  Trcaaur)'  l)c|iartiiienL,  jiiil  iiiqiiiriex 
ruiicrriiiiiit  ilit'iii  pIiuiiIiI  he  uililri-*M-il  to  dial  liiiriMii.  Tliu  Uw  jIm> 
create*  jn  "Ol.l-Ano  Reirr*^  Arrounl"  in  the  Uiiilnl  Sijic*  Tr*j»- 
ury,  and  CongreM  i«  dulliuriaril  lu  put  into  iIik  rm-rti:  airuiiiil 
lacU  year  enoudli  money  to  pruviilR  fur  iliu  nioiiilii\  |iatiiiriili  you 
.mil  ullier  worker*  arc  to  receive  ^lieii  )uii  .nc  03. 

YOUR  PART  OF  THt  TAX 

1li«  UZM  ealU«l  fur  in  iliU  law  will  li«  paid  Ih>iIi  jtjr  your  em- 
ployar  ami  Ljr  yuu.  For  lli*  tutxt  .1  yrars  )oii  will  pjy  nia)ho  l.'> 
cenU  a  weak,  mayba  25  eanU  a  wcvk,  iiidylMi  JU  centa  ur  more,  .ir- 
cordinf  to  what  yoii  earn.  Tliat  i*  to  aity,  during  (he  nrxt  3  )eitr>. 
Itegiiiniug  January  1,  19.17,  you  will  pay  1  cent  fur  •\ery  dollar 
you  aarn,  and  at  iJm  aame  tin*  your  eiupioyar  will  p.iy  1  cent  fur 
every  dollar  you  earn,  up  lu  S3,UU0  a  year.  Tweniy-«ix  niillioii 
oilier  workar*  and  tlirir  caqtloyrn  will  Iw  |i4>inK  .ti  iIh  miiio  liuie. 
Aftor  lh«  Aral  1  year*-  llial  ia  iw  m),  Im  Kiiiiaiig  in  I'^IU — yuu  will 
pay,  aiid  your  niiplbyer  will  pay,  1  \<^  evuU  fur  cucli  dollar  you  earn, 
up  la  t-tiOOO  a  year.  Tliia  will  b«  tha  las  for  3  yi-ar«,  and  tlian. 
be|[iiuiing  in  194J,  you  will  pay  •  centa,  and  ao  will  yuur  employer, 
for  wary  dollar  yoa  earn  for  th«  iir\i  3  yrar^  After  that,  you  and 
your  amployor  will  eaeli  pay  half  a  o^iit  ntoru  fur  3  y*ar<^  and 
finally,  Liafinidny  in  1949,  twelve  year*  frum  now,  yuu  and  your 
rmployar  will  each  pay  3  canu  on  each  dollar  >uu  cam,  up  to  13,000 
a  yi*ar.     Tliat  ia  tlia  ino«t^you  will  e<er  pay. 

YOUR  EMI'LOYER'S  PVH  f  UK  THK  TAX 

Th«  Go^emaient  will  eollact  Itwth  of  tltoa*  taxea  ffom  your  am> 
ployar.  Your  part  uf  tha  tax  Mill  ha  lakcii  out  of  your  pay. 
Th*  Cevamnient  will  colUd  frum  your  anipluyar  an  equal  amount 
out  of  hia  own  fuoda. 

Thia  will  go  uo  jual  iho  aamo  if  y.oM  fo  to  work  for  anaih«r  em- 
pkayor,  ao  loog  aa  yoa  work  in  a  factory,  thop,  mino,  mill,  ofic*, 
•loro,  oc  odMrawch  pla«o  of  liuauicaak  (Wagea  *«n>c<l  in  employ* 
moal  aa  farm  worker*,  doniaatin  workers  in  privata  IwinMa,  Govern- 
mmU  workofo,  and  oa  a  f«w  oilier  kind*  of  job*  an  uol  aubjoct  tu 
iliiaux.) 
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,,1  KAGfc.    HtiERVE    ACCOUNT 

M.iiiiw  liile,  llio  OIJ-Age  Ret^rvo  fnnj  in  llif?  Unile«l  Suie*  Tre»». 
iiry  i»  drawing  interetL,  and  llie  CroterTuneol  giurunleet  it  will 
never  cam  lea*  than  3  percent.  Tliia  mrana  llial  3  cenu  will  Kc 
jiMuil  U>  evrry  dollar  ia  Um  fund  each  yejr. 

.M3)ba  >our  employer  haa  aii  old-age  penaion  plan  for  liU  eai- 
l>lu)ce«.  If  to,  iho  G«venimeur«  old-age  benefit  plan  will  not  Lav* 
lo  iiiterfera  with  ibaL  Tli«  employer  ciin  fit  liia  plan  into  tiia  Got- 
cmmeot  plan. 

Vhat  )ua  fct  from  tlia  Govenuiifnt  |»lan  will  alwa\»  b«  morv 
tlian  you  ln»e  paid  ia  laxea  uml  uwiallv  nion^  lJimh  )ou  i.-aH  get 
fur  vourmlf  1>>  puttlm  away  iha  —mm  jiiiuuiit  ot  moomj  each  week 
in  ««»iiic  other  way. 

,\<><«.— "f  afM**  ii»4  'imflmrmaiur  Mhrratrr  ifmt  M  ih»  Imifmimg  mrtm 
Hii«ra  and  *mfl0fmtmt  a*  4»it»»4  m  tkm  Striai  .^rruriif  Jet. 

WHRRB  TO  6BT  SfOIIB  llf rOR3fATION 

If  yo«  want  mora  iafonaatioti,  write  in  ilut  Soeiaf  Semn'rjr  /loarti. 
ir'a«Aui|Mii,  D.  C,  or  |«t  i»  toucli  witli  on*  of  iIm  following  < 
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June  28,  1995 

STATEMENT  OF 

J.  MARK  IWRY 

BENEFITS  TAX  COUNSEL 

DEPARTMENT  OF  THE  TREASURY 

BEFORE  THE 

SUBCOMMITTEE  ON  TAXATION  AND  FINANCE 

COMMITTEE  ON  SMALL  BUSINESS 

UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

Madame  Chair  and  distinguished  Members  of  the  Subcommittee: 

I  am  pleased  to  present  the  views  of  the  Treasury  Department 
on  the  impact  of  payroll  taxes  on  small  business.   The 
Administration  recognizes  the  importance  of  small  business  to  the 
economy  and  has  strongly  supported,  and  will  continue  to  support, 
the  goal  of  assisting  and  strengthening  small  business.   The 
growth  of  small  businesses  is  an  important  objective  for  this 
Administration,  and  we  are  continually  exploring  ways  to  reduce 
their  tax  and  compliance  burdens. 

Payroll  taxes  are  the  means  used  to  finance  the  Nation's 
vital  social  insurance  programs.   The  revenues  collected  are 
transferred  directly  into  trust  funds  and  are  used  to  provide 
retirement,  survivors,  disability,  health,  and  (in  conjunction 
with  state  programs)  unemployment  compensation  benefits  for 
millions  of  Americans.   Currently,  over  half  of  the  elderly  rely 
on  Social  Security  retirement  benefits  to  keep  from  living  in 
poverty. 

The  future  financial  condition  of  these  programs  is 
extremely  important.   As  you  know,  the  Federal  Old-Age  and 
Survivors  Insurance  program  and  the  Federal  Disability  Insurance 
program  (OASDI)  is  projected  to  be  in  long-term  deficit,  although 
the  outlook  through  roughly  the  first  quarter  of  the  21st  century 
is  still  good.   Last  year,  the  Secretary  of  Health  and  Human 
Services  appointed  the  Quadrennial  Advisory  Council  on  Social 
Security  and  charged  it  with  addressing  the  long-range  financial 
status  of  the  OASDI  program.   The  Advisory  Council  is  expected  to 
complete  its  work  later  this  year,  and  we  look  forward  to  its 
findings  and  recommendations. 

Brief  Overview  of  Federal  Payroll  Taxes 

The  first  Social  Security  Act  was  enacted  in  1935  and 
included,  among  other  elements,  programs  providing  benefits  for 
retirement  and  unemployment.   The  Medicare  program  was  added  in 
the  Social  Security  Act  of  1965.   The  Social  Security  programs 
include  the  Federal  Old-Age  and  Survivors  Insurance  program 
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(OASI)  and  the  Federal  Disability  Insurance  program  (DI) .   Each 
of  these  programs,  as  well  as  the  Federal  Hospital  Insurance 
program  (HI)  (often  referred  to  as  Medicare  "Part  A")  is  funded 
through  a  separate  trust  fund.   Currently,  the  programs  are 
almost  completely  funded  from  payroll  taxes  paid  by  employers, 
employees,  and  the  self-employed  pursuant  to  the  Federal 
Insurance  Contributions  Act  (FICA)  and  the  Self-Employment 
Contributions  Act  (SECA) .   In  addition,  unemployment  insurance 
benefits  are  provided  under  a  Federal-State  unemployment 
compensation  system.' 

FICA  imposes  a  tax  on  employees  and  employers  that  applies 
to  earnings  from  covered  employment.   The  tax  under  FICA  includes 
OASDI  and  HI.   OASDI  is  imposed  on  earnings  up  to  a  maximum 
annual  dollar  amount,  i.e.,  the  taxable  wage  base,  which  is 
$61,200  for  1995.   The  taxable  wage  base  changes  automatically 
each  year  pursuant  to  a  statutory  formula.   The  employer  and 
employee  each  pay  a  tax  of  6.2  percent  of  earnings  up  to  the 
taxable  wage  base,  which  results  in  a  combined  OASDI  tax  of  12.4 
percent.   In  addition,  the  employer  and  employee  each  pay  an  HI 
tax  of  1.45  percent  on  all  earnings  —  a  combined  HI  tax  rate  of 
2.9  percent  on  total  wages.   The  employer  portion  of  the  taxes  is 
deductible  in  computing  the  employer's  Federal  income  tax  and 
excluded  from  the  employee's  income  subject  to  Federal  income 
tax. 

Under  SECA,  self-employed  workers  pay  a  tax  on  their 
earnings  from  self-employment  that  corresponds  to  the  combination 
of  the  employer  and  employee  shares  of  FICA.   One  half  of  SECA 
taxes  (the  portion  that  corresponds  to  the  employer  portion  of 
FICA)  is  deductible  for  Federal  income  tax  purposes. 

The  earnings  bases  and  tax  rates  under  FICA  and  SECA  from 
1937  through  1994  are  shown  in  Table  1.^ 

Employers  withhold  income  tax  and  one  half  of  FICA  tax  from 
employee  wages.   Periodically,  employers  deposit  --  generally  at 


'This  unemployment  compensation  system,  established  by  the 
Social  Security  Act  of  1935,  is  currently  funded  by  federal  and 
state  payroll  taxes.   Generally,  the  Federal  Unemployment  Tax  Act 
(FUTA)  tax  covers  the  cost  of  administering  the  system,  and  state 
unemployment  taxes  cover  the  cost  of  nearly  all  benefits.   In 
general,  FUTA  imposes  what  is  effectively  a  0.8  percent  tax  on 
the  first  $7,000  paid  annually  by  covered  employers  to  each 
employee.   The  FUTA  wage  base  has  been  $7,000  since  1983. 

^The  figures  shown  in  Table  1  are  from  page  25  of  the  1994 
Annual  Statistical  Supplement  to  the  Social  Security  Bulletin 
published  by  the  Social  Security  Administration. 
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their  local  banks  --  the  employer  and  employee  shares  of  FICA  tax 
along  with  withheld  income  taxes.   Employers  also  make  separate 
deposits  of  FUTA  taxes. 

At  the  Subcommittee's  request,  we  have  prepared  Table  2, 
which  shows  the  percentage  composition  of  Federal  receipts  from 
1965  through  1994.   As  shown  in  the  Table,  in  fiscal  year  1965, 
Social  Insurance  Taxes  and  Contributions,  which  include  FICA, 
SECA,  and  FUTA  revenues,  and  contributions  to  railroad  and  other 
retirement  programs,  represented  19  percent  of  Federal  receipts, 
but  by  1994  they  accounted  for  nearly  37  percent.   Their  relative 
growth  is  due,  in  part,  to  the  growth  in  benefits  in  the  earlier 
part  of  the  period,  and  to  increases  in  the  later  part  of  the 
period  in  payroll  tax  rates  and  taxable  wage  bases  required  to 
fund  promised  benefits.   These  increases  were  necessitated  by 
demographic  factors,  such  as  changes  in  the  relative  ages  of  the 
population  and  the  increased  life  expectancy  of  the  elderly. 

The  Subcommittee  has  expressed  interest  in  the  extent  to 
which  the  Social  Insurance  Taxes  and  Contributions  component  of 
Federal  tax  revenues  is  specifically  attributable  to  small 
businesses.   Table  3  provides  a  breakdown  of  total  Social 
Insurance  Taxes  and  Contributions  into  its  FICA,  SECA,  FUTA, 
railroad  retirement,  and  other  retirement  components  for  the 
period  1990  to  1994.   Although  it  may  reasonably  be  assumed  that 
SECA  payments  are  attributable  to  small  business  activities,  we 
do  not  have  tax  data  that  directly  allows  us  to  disaggregate  FICA 
and  FUTA  contributions  by  size  of  firm.   Nevertheless,  the  Small 
Business  Administration's  1994  Handbook  indicates  that  firms  with 
less  than  500  employees  account  for  about  48  percent  of  payroll, 
which  implies  that  these  firms  would  also  account  for 
approximately  that  same  percentage  of  FICA  taxes. 

Incidence  and  Impact  of  Payroll  Taxes 

As  noted,  employers  generally  pay  one  half  of  social 
security  taxes  and  withhold  the  other  half  from  employees'  wages. 
Self-employed  workers  pay  all  of  the  social  security  taxes  on 
their  net  earnings  from  self-employment:  one  half  attributable  to 
their  role  as  employees  and  the  other  half  attributable  to  their 
role  as  employers.   Employers  also  pay  FUTA  taxes  to  finance  the 
unemployment  system. 

It  is  generally  accepted,  however,  that  the  true  incidence 
of  both  the  employer  and  the  employee  portions  of  social 
insurance  taxes  ultimately  falls  on  the  worker.   Most  economists 
view  the  employer  portion  of  payroll  taxes  as  a  component  of 
workers'  total  compensation.   If  payroll  taxes  increase, 
businesses  may  in  principle  raise  prices,  accept  lower  profits, 
or  pass  the  costs  back  to  the  worker.   Assuming  that  workers  do 
not  increase  their  hours  of  work  greatly  in  response  to  a 
reduction  in  net  wages,  firms  are  generally  expected  to  pass  the 
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increased  costs  of  payroll  taxes  back  to  employees  by  reducing 
other  forms  of  compensation  (wages  or  fringe  benefits) .   Labor 
contracts  and  other  constraints  may  delay  the  adjustment, 
although  a  number  of  empirical  studies  indicate  that,  in  general, 
firms  are  able  to  shift  nearly  all  of  the  costs  to  their  workers 
within  a  year  or  a  year  and  a  half.   Even  if  minimum  wage 
requirements  and  other  labor  market  constraints  make  such  a  shift 
more  difficult  in  some  cases,  it  is  believed  that,  in  general, 
the  cost  of  payroll  taxes  is  ultimately  borne  by  the  worker, 
rather  than  the  employer.   Therefore,  it  is  anticipated  that 
increases  in  payroll  taxes  are  more  likely  to  reduce  wages  (or 
limit  wage  increases)  than  to  reduce  employers'  demand  for  labor. 

Although  the  impact  of  lower  wages  on  the  supply  of  labor  is 
uncertain  --  lower  wages  make  work  less  attractive,  but  they  also 
may  induce  more  hours  of  labor  in  order  for  workers  to  support 
their  families  --  most  economists  would  agree  that  payroll  taxes 
have  limited  macroeconomic  effects  on  employment,  at  least  over 
the  range  of  rates  observed  in  this  country.   Other  factors 
(including  changes  in  the  strength  of  the  economy)  appear  to  play 
more  of  a  role  in  determining  year-to-year  changes  in  aggregate 
levels  of  employment. 

Taxes  and  Small  Business 

You  have  asked  whether  the  Treasury  Department  has  any 
specific  recommendations  or  proposals  to  relieve  the  burden  of 
payroll  taxes  on  small  business.   As  noted  earlier,  the  Advisory 
Council  on  Social  Security  is  currently  reviewing  the  status  of 
the  trust  funds  in  relation  to  the  long-term  commitments  of  the 
Social  Security  programs,  including  financing  issues  and  the 
long-range  financial  status  of  the  programs.   In  order  to 
evaluate  any  possible  changes  in  payroll  taxes,  it  is  important 
to  view  them  in  the  context  of  financing  requirements  for  the 
entire  Social  Security  system.   Accordingly,  we  believe  that  we 
should  wait  to  see  the  Advisory  Council's  report. 

In  the  meanwhile,  the  Administration  has  been  working  to 
reduce  general  tax  compliance  burdens  on  small  business  and  has 
provided  significant  tax  relief  for  small  business  and  for  low- 
income  workers.   I  have  noted  that  most  economists  believe  that 
the  cost  of  payroll  taxes  generally  falls  on  the  worker  in  the 
form  of  lower  after-tax  wages.   The  Administration  is  concerned 
about  the  increasing  difficulty  that  low-income  workers  have 
experienced  in  raising  their  standard  of  living  and  has  taken 
active  steps  to  assist  them.   In  1993,  the  Administration 
proposed,  and  Congress  enacted,  a  major  additional  expansion  of 
the  earned  income  credit  (EITC) ,  which  may  be  claimed  by 
taxpayers  on  their  individual  returns.   The  Administration 
opposes  reduction  of  the  EITC.   The  EITC  is  a  refundable  tax 
credit  that  is  available  to  low-  and  moderate-income  workers  who 
have  earned  income  and  meet  certain  income  thresholds.   The 
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credit  increases  significantly  if  an  individual  has  one  or  two 
qualifying  children. 

The  Administration  has  also  taken  a  number  of  steps  to 
provide  overall  tax  relief  for  small  businesses  and  lessen  their 
administrative  burdens.   For  example,  we  have 

•  supported  the  permanent  extension  and  increase  of  the 
tax  deduction  for  the  cost  of  health  insurance  for 
self-employed  individuals  and  their  families; 

•  clarified  that  subchapter  S  corporations  may  enter  into 
partnerships  with  partners  that  could  not  themselves 
qualify  as  S  corporations,  including  nonresident 
aliens,  thereby  providing  S  corporations  with 
flexibility  in  raising  additional  capital  and 
structuring  their  business  relationships; 

•  proposed  in  1993  an  increase  in  the  amount  of  capital 
investment  that  businesses  can  expense  from  $10,000  to 
$25,000  in  1993  in  order  to  reduce  the  cost  to  small 
business  of  items  that  increase  their  productivity, 
such  as  office  machinery,  computers,  and  copiers 
(Congress  increased  the  expensing  limit  to  $17,500); 

•  supported  enactment  of  a  provision  that  exempts  50 
percent  of  the  capital  gains  from  the  sale  of  small 
business  stock; 

•  supported  enactment  of  a  provision  encouraging 
investment  in  small  businesses  by  allowing  gain  from 
the  sale  of  publicly  traded  stock  to  be  invested  tax- 
free  in  specialized  small  business  investment 
companies; 

•  issued  guidance  that  simplified  the  calculation  for 
computing  the  individual  alternative  minimum  tax; 

•  issued  guidance  to  simplify  the  determination  of 
depreciation  deductions,  allowing  taxpayers  to  group 
certain  assets  in  one  or  more  "general  asset  accounts"; 
and 

•  provided  that  the  rules  governing  the  timing  of  hedging 
gains  and  losses  do  not  apply  to  small  cash-method 
taxpayers,  even  though  such  taxpayers  receive  the 
benefit  of  the  character  provisions  in  those 
regulations. 

In  addition,  we  have  made  several  recent  proposals  to  reduce 
administrative  and  legal  compliance  costs  imposed  on  small 
businesses.   We  recently  proposed  that  an  unincorporated  entity 
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be  permitted  to  elect  to  be  treated  as  a  partnership  by  simply 
checking  a  box  on  its  tax  return.   This  simple  election  will 
replace  application  of  a  complicated  set  of  criteria  that  had 
resulted  in  complexity  and  uncertainty.   This  new  "check-the-box" 
rule  has  been  uniformly  applauded  by  taxpayers.   Also,  we 
recently  proposed  a  Simplified  Tax  and  Wage  Reporting  System  that 
will  ultimately  enable  an  employer  to  file  a  single  return 
providing  payroll  information  electronically,  thus  eliminating 
the  need  to  file  similar  data  in  multiple  places. 

On  the  legislative  front,  the  President  has  proposed  further 
increasing  the  self-employed  health  insurance  deduction  to  50 
percent.   This  will  further  reduce  the  disparity  in  tax  treatment 
between  self-employed  individuals  and  employees. 

Just  two  weeks  ago  at  the  White  House  Conference  on  Small 
Business,  the  President  proposed  a  package  of  pension 
simplification  reforms  including  several  elements  of  particular 
benefit  to  small  employers.   Among  other  things,  the  package 
proposed  elimination  of  the  family  aggregation  rule,  which 
greatly  complicates  non-discrimination  testing,  particularly  for 
family-owned  or  operated  businesses,  and  unfairly  prevents  family 
members  from  receiving  the  full  retirement  benefits  they  could 
have  if  they  were  unrelated  employees. 

The  proposal  also  includes  a  new,  very  simple  retirement 
plan  specifically  designed  for  businesses  with  100  or  fewer 
employees — the  National  Employee  Savings  Trust,  or  "NEST." 
Currently,  tax-favored  retirement  plans  maintained  by  small 
businesses  are  generally  subject  to  the  same  tax  qualification 
rules  as  tax-favored  retirement  plans  maintained  by  large 
employers.   However,  the  administrative  costs  or  complexities  of 
complying  with  these  rules  are  sometimes  burdensome  for  small 
businesses  --  in  many  cases  discouraging  them  from  having  a  plan 
at  all. 

The  NEST  is  designed  to  address  this  problem.   It  would 
operate  through  individual  IRA  accounts  for  employees  and  would 
be  subject  to  much  simpler  rules  than  ordinary  401 (k)  or  other 
tax-favored  employer  retirement  plans.   The  NEST  program  will 
allow  small  businesses  to  provide  owners  and  employees  with  tax- 
deferred  401 (k) -type  retirement  savings  without  having  to  perform 
complex  non-discrimination  rule  testing  (including  compliance 
with  the  so-called  "top-heavy"  rules) ,  file  employer  reports  with 
the  government,  or  make  investment  decisions  on  behalf  of 
employees. 

Conclusion 

The  Administration  has  taken  important  steps  to  reduce 
compliance  and  tax  burdens  on  small  businesses. 
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Reforms  to  the  current  Social  Security  system,  including 
possible  changes  in  the  method  of  its  financing,  are  currently 
being  considered  by  the  Advisory  Council  on  Social  Security.   Any 
proposals  to  reduce  payroll  taxes  for  small  business  should  take 
into  account  the  potential  impact  on  the  financial  health  of  the 
programs  funded  by  the  payroll  tax  and  the  need  to  maintain  the 
integrity  of  the  Social  Security  and  Medicare  trust  funds.   We 
would  be  happy  to  work  with  the  Congress  in  examining 
alternatives  that  can  satisfy  these  objectives. 


Madame  Chair,  I  appreciate  the  opportunity  to  appear  before 
this  Subcommittee  today  to  discuss  these  important  issues,  and 
would  be  happy  to  answer  any  questions  you  or  other  members  of 
the  Subcommittee  may  have. 
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Table  1       —Annual  maximum  taxable  earnings  and  actual  contnbution  rates,  1937-94  and  thereafter 
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Table  2.  Percentage  Composition 

9f  Federal  Receipts  by  Source,  1965-1994 

Fiscal 
Year 

Individual 
Income 
Taxes 

Corporation 
Income 
Taxes 

Social  Insurance 

Taxes  and 

Contributions 

Excise  Taxes 

Other 

1965 

41.8 

21.8 

19.0 

12.5 

4.9 

1966 

42.4 

23.0 

19.5 

10.0 

5.1 

1967 

41.3 

22.8 

21.9 

9.2 

4.7 

1968 

44.9 

18.7 

22.2 

9.2 

5.0 

1969 

46.7 

19.6 

20.9 

8.1 

4.7 

1970 

46.9 

17.0 

23.0 

8.1 

4.9 

1971 

46.1 

14.3 

25.3 

8.9 

5.4 

1972 

45.7 

15.5 

25.4 

7.5 

6.0 

1973 

44.7 

15.7 

27.3 

7.0 

5.2 

1974 

45.2 

14.7 

28.5 

6.4 

5.2 

1975 

43.9 

14.6 

30.3 

5.9 

5.4 

1976 

44.2 

13.9 

30.5 

5.7 

5.8 

1977 

44.3 

15.4 

29.9 

4.9 

5.3 

1978 

45.3 

15.0 

30.3 

4.6 

4.8 

1979 

47.0 

14.2 

30.0 

4.0 

4.8 

1980 

47.2 

12.5 

30.5 

4.7 

5.1 

1981 

47.7 

10.2 

30.5 

6.8 

4.8 

1982 

48.2 

8.0 

32.6 

5.9 

5.3 

1983 

48.1 

6.2 

34.8 

5.9 

5.0 

1984 

44.8 

8.5 

'  35.9 

5.6 

5.2 

1985 

45.6 

8.4 

36.1 

4.9 

5.0 

1986 

45.4 

8.2 

36.9 

4.3 

5.2 

1987 

46.0 

9.8 

35.5 

3.8 

4.9 

1988 

44.1 

10.4 

36.8 

3.9 

4.8 

1989 

45.0 

10.4 

36.3 

3.5 

4.8 

1990 

45.3 

9.1 

36.9 

3.4 

5.4 

1991 

44.4 

9.3 

37.6 

4.0 

4.7 

1992 

43.6 

9.2 

37.9 

4.2 

5.0 

1993 

44.2 

10.2 

37.1 

4.2 

4.3 

1994 

43.2 

11.2 

36.7 

4.4 

4.6 

Source:   Historical  Tables,  Budget  of  the  U.S.  Government,  Fiscal  Year  1996 
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Table  3.   Composition 

of  Social  Insurance  Taxes  and  Contributions 

(in 

$  billions) 

Type  of  Tax  or  Contribution 

Fiscal  Year                                || 

1990 

1991 

1992 

1993 

1994 

PICA  taxes 

328.4 

341.3 

357.1 

372.1 

400.7 

SECA  taxes 

21.8 

25.5 

24.4 

20.6 

24.4 

FUTA  taxes 

21.6 

20.9 

23.4 

26.6 

28.0 

Railroad  Retirement  accounts' 

3.7 

3.8 

4.0 

3.8 

3.7 

Other  retirement  contributions^ 

Social  insurance  taxes  and  contributions 

4.5 

4.6 

4.8 

4.8 

4.7 

380.0 

396.0 

413.7 

428.3 

461.5 

Department  of  the  Treasury 

Office  of  Tax  Analysis 


'Includes  contributions  to  the  rail  industry  pension  fund  and  the  railroad  Social-  Security 
equivalent  benefits  fund. 

'Includes  employee  contributions  to  federal  employees  retirement  and  contributions  for 
non-federal  employees. 
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National  Association  for  the  Self- Employed 
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June  27,  1995 

The  Honorable  Linda  Smith 

Chairwoman 

Subcommittee  on  Taxation  and  Finance 

Committee  on  Small  Business 

U.S.  House  of  Representatives 

B-363  Rayburn  House  Office  Building 

Washington,  DC    20515 

Dear  Chairwoman  Smith: 

The  National  Association  for  the  Self-Employed  commends  the  Subcommittee  on 
Taxation  and  Finance  for  scheduling  a  hearing  this  week  on  the  issue  of  the  payroll 
tax  burden  on  small  business.    Based  on  both  this  week's  hearing  and  the  recent 
one  regarding  flat  taxes,  the  Subcommittee  has  shown  strong  leadership  in  terms 
of  "airing"  the  views  of  small  business  on  the  important  topic  of  tax  reform. 

As  I  stated  in  my  recent  testimony  before  the  Subcommittee,  the  self-employed 
community  has  a  significant  stake  in  the  flat  tax  and  tax  reform  debate.    We  firmly 
believe  that  any  major  change  in  the  nation's  tax  system  must  be  preceded  by  a 
careful  analysis  as  to  the  impacts  such  changes  may  have  on  the  self-employed 
and  other  segments  of  the  nation's  work  force.    According  to  IRS  statistics  of 
income,  roughly  70  percent  of  those  persons  who  pay  self-employment  taxes  earn 
less  than  $50,000  in  adjusted  gross  income.    This  statistic  clearly  indicates  that 
self-employed  persons  are  primarily  middle-income  taxpayers  as  a  group. 
Unfortunately,  the  vast  majority  of  the  320,000  NASE  members  find  themselves 
subject  to  a  high  and  burdensome  payroll  tax  rate. 

The  self-employed  currentiy  bear  a  combined  social  security  and  hospital  insurance 
(HI)  tax  rate  -  i.e.,  payroll  tax  rate  -  of  15.3  percent.    A  payroll  tax  rate  of  this 
magnitude  is  particularly  burdensome  to  small  business  owners  since  they  primarily 
operate  labor  intensive  businesses  ~  as  opposed  to  capital  intensive  ones,  like 
manufacturing  operations.   The  NASE  views  a  high  payroll  tax  burden  as  a 
disincentive  to  business  expansion  and  job  creation. 

The  NASE  believes  that  it  is  critical  to  the  nation's  economic  well  being  that 
Congress  not  take  any  actions  which  might  sever  the  historic  link  between  the 
growth  of  the  small  business  community  and  the  growth  in  the  nation's  work 
force.    It  is  well  established  that  small  business  has  been  responsible  over  the 
years  for  the  creation  of  all  the  new  jobs  in  the  United  States.    For  this  reason,  it  is 
critical  that  Congress  incorporate   -  into  any  comprehensive  tax  reform 
investigation    -  a  study  as  to  how  high  payroll  tax  rates  might  harm  economic 
growth. 

'Serving  the  Needs  of  Small-Business  America' 
Member  Services;  2121  Precinct  Line  Road  •  Hurst,  TX   76054  •  1 -800-232-NASE 
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We  remain  strongly  interested  in  the  Subcommittee's  tax  reform  initiative  and 
study.    The  NASE  looks  forward  to  working  closely  with  yoU  and  the  other 
Subcommittee  members  on  this  most  important  project. 
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DEPARTMENT  OF  THE  TREASURY 

WASHINGTON.   DC     20220 


August  21,  1995 
The  Honorable  Linda  Smith 
Chair 

Subcommittee  on  Taxation  and  Finance 
Committee  on  Small  Business 
United  States  House  of  Representatives 
Washington,  D.  C.  20515 


Dear  Madame  Chair: 

I  am  writing  at  your  request  to  respond  to  the  additional  written  questions  that  you  have 
posed  following  my  testimony  before  the  House  Small  Business  Subcommittee  on  Taxation 
and  Finance  on  June  28.    For  your  convenience,  this  letter  restates  each  question  before 
responding. 


Question  1: 

As  requested  in  our  letter  of  invitation,  would  you  provide  the  Subcommittee  with 
more  specific  information  by  employer,  type  of  return,  or  other  source  that  might 
identify  for  us  the  amount  of  payroll  taxes  being  paid  by  small  businesses  and  the 
self-employed  as  compared  to  other  business  entities  based  upon  Internal  Revenue 
Service  classifications? 


Answer: 


The  tax  laws  in  most  instances  do  not  distinguish  between  large  and  small  businesses, 
and  the  Internal  Revenue  Service  does  not  classify  payors  of  payroll  tax  based  on  the 
number  of  their  employees.    The  separate  establishments  (some  of  which  may  be 
small)  through  which  a  large  firm  may  operate  may  each  submit  their  own  payroll 
taxes.    The  Treasury  Department  thus  does  not  have  airect  information  on  the  extent 
to  which  payroll  taxes  are  paid  by  small  businesses. 

As  mentioned  in  my  testimony,  the  Small  Business  Administration's  (SBA's)  1994 
Handbook  indicates  that  firms  with  fewer  than  500  employees  (which  is  the  definition 
of  small  business  used  by  the  SBA)  account  for  about  48  percent  of  total  private 
sector  employee  payroll.    That  implies  that  these  firms  and  their  employees  would 
account  for  approximately  48  percent  of  private  sector  FICA  taxes  and  a  similar  or 
slightly  higher  percentage  of  FUTA  taxes.    Most  SECA  taxes  (which  are  imposed  on 
self-employment  income)  can  reasonably  be  attributed  to  the  owners  of  small 
businesses.    In  fiscal  year  1994,  total  FICA  tax  collections  were  $400.7  billion 
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($349.7  billion  of  which  was  collected  from  private  sector  firms),  FUTA  tax 
collections  (both  the  Federal  FUTA  tax  and  state  unemployment  taxes)  were  $28.0 
billion,  and  SECA  taxes  were  $24.4  billion.    Based  on  the  approximations  and 
assumptions  noted  above,  about  $206  billion  in  PICA,  FUTA,  and  SECA  payroll 
taxes  (out  of  a  total  of  $402  billion  private  sector  payments)  were  paid  in  FY  1994  by 
businesses  with  under  500  employees,  while  about  $196  billion  in  FICA  and  FUTA 
taxes  were  paid  by  firms  with  5(X)  or  more  employees. 


Question  2: 


In  your  oral  testimony,  you  stated  that  payroll  tax  increases  have  a  "limited 
macroeconomic  effect."    In  contrast,  the  testimony  of  the  National  Federation  of 
Independent  Business  indicates  that  a  1980  study  found  that  approximately  530,000 
jobs  are  lost  as  a  result  of  a  0.8%  increase  in  payroll  taxes.    Also,  your  own  data 
indicates  that  Social  Insurance  Receipts  as  a  percentage  of  GDP  have  increased  from 
19%  in  1965  to  nearly  37%  in  1994.    These  figures  do  not  appear  to  me  to  indicate  a 
"limited  macroeconomic  effect."    Please  respond  to  this  concern  of  the  small  business 
community,  including  specifically  that  too  often  the  only  answer  for  small  business 
owners  facing  payroll  tax  increases  is  to  reduce  or  freeze  employment? 


Answer: 


It  might  be  helpful  first  to  explain  what  I  meant  when  I  said  in  my  testimony  that 
"most  economists  would  agree  that  payroll  taxes  have  limited  macroeconomic  effects 
on  employment,  at  least  over  the  range  of  rates  observed  in  this  country."    As  noted 
in  my  response  to  Question  1 ,  the  amount  of  payroll  taxes  paid  by  all  businesses  in 
the  private  sector  in  FY  1994  was  about  $402  billion,  out  of  a  total  of  $461.5  billion 
in  Social  Security  Insurance  Taxes  and  Contributions.    This  is  a  significant  level  of 
taxation,  although  it  does  not  represent  anything  approaching  37%  of  Gross  Domestic 
Product  (GDP)  (referred  to  in  Question  2).     The  GDP  figures  in  Question  2  appear 
to  be   based  on  a  misunderstanding  of  my  testimony  and  Table  2  which  accompanied 
it.    Table  2  does  not  show  Social  Insurance  Receipts  as  a  share  of  GDP.    Rather,  the 
data  in  Table  2  show  the  relative  shares  of  various  types  of  taxes  as  percentages  of 
Total  Federal  Receipts  (as  reported  in  Historical  Tables,  Budget  of  the  U.S. 
Government.  Fiscal  Year  1996,  Table  2.2,  p.  23-24).    Thus,  Table  2  indicates  that 
Social  Insurance  Taxes  and  Contributions  (which,  in  addition  to  payroll  taxes, 
includes  railroad  retirement  and  other  retirement  contributions)  increased  between 
1965  and  1994  from  19.0  percent  to  36.7  percent  of  Total  Federal  Receipts.    In  1965, 
these  Social  Insurance  Taxes  and  Contributions  were  3.3  percent  of  GDP;  in  1994, 
they  were  7.0  percent  of  GDP.    {Historical  Tables,  Budget  of  the  U.S.  Government, 
Fiscal  Year  1996,  Table  2.3,  pages  25-26.) 

Any  tax  that  amounts  to  7  percent  of  GDP  is  significant,  but  even  a  significant  tax 
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can  have  "limited  macroeconomic  effects"  on  employment  in  the  United  States.     In 
particular,  the  macroeconomic  effects  of  the  payroll  tax  are  measured  by  the  extent  of 
the  longer-term  impact  of  an  increase  (or  decrease)  in  such  tax  on  national 
employment  (or  unemployment).     If  an  increase  in  the  payroll  tax  is  largely  reflected 
in  lower  wages  rather  than  in  reduced  hours  of  work  or  lower  employment,  it  is 
appropriate  to  conclude  that  the  tax,  although  significant,    has    "limited 
macroeconomic  effects"  on  employment. 

As  indicated  in  my  testimony,  it  is  accepted  by  most  economists  that  this  is  generally 
what  does  happen,  at  least  in  the  United  States  --  that,  ultimately,  the  true  burden  or 
incidence  of  payroll  taxes  (both  those  paid  by  employers  and  those  paid  by 
employees)  is,  in  general,  borne  by  workers.    The  employer  portions  of  payroll  taxes 
are  viewed  by  most  economists  as  a  component  of  workers'  total  compensation,  and 
changes  in  payroll  taxes  are  generally  passed  back  to  workers  by  reducing  other  forms 
of  compensation  (wages  or  fringe  benefits)  below  the  levels  that  would  be  paid  in  the 
absence  of  the  payroll  tax  or  payroll  tax  change.    In  the  short  run,  however,  due  to 
competitive  pressures,  wage  agreements,  etc.,  some  employers  may  have  to  partially 
absorb  payroll  lax  increases.    But  even  in  such  situations,  most  economists  believe 
that  the  impact  on  the  quantity  of  labor  demanded  and  on  total  employment  will  be 
relatively  modest.    These  views  have  been  supported  by  a  number  of  academic 
studies.    Among  the  earliest  are  studies  by  John  Brittain,  "Incidence  of  Social 
Security  Payroll  Taxes",   American  Economic  Review,    March,  1971  and  The  Payroll 
Tax   (Brookings  Institution,  1972).    Subsequent  studies  include  Richard  Dye,  "Payroll 
Tax  Effects  on  Wage  Growth",    Eastern  Economic  Journal,    April/June,  1985  and 
those  by  David  S.  Hamermesh,  "The  Demand  for  Labor  in  the  Long-Run", 
Handbook  of  Labor  Economics,  ed.  by  O.C.  Ashenfelter  and  P.R.G.  Layard  (North 
Holland,  1986),  and   Labor  Demand  {Pnnceion  Un'wers'ny  Press,  1993). 

Although  there  are  other  studies,  especially  some  that  have  focused  on  other 
countries,  that  have  found  somewhat  different  results,  most  economists  would  share 
the  general  view  expressed  here  with  respect  to  the  impact  of  changes  in  payroll  taxes 
on  employment  in  the  United  States,  which  was  the  focus  of  my  testimony.     In 
countries  where,  for  example,  payroll  taxes  are  higher,  unemployment  benefits  are 
more  generous,  and  labor  laws  are  more  rigid  than  in  the  United  States,  the  effects  of 
changes  in  payroll  taxes  may  be  somewhat  different.    One  study  relating  to  a  foreign 
economy  may  be  worth  mentioning  here,  however,  because  of  its  potential  relevance 
to  other  testimony  at  the  June  28  heanng.    In  a  study  titled  "The  Incidence  of  Payroll 
Taxation:  Evidence  From  Chile",    NBER  Working  Paper  5053  (1995),  Jonathan 
Gruber  found  that  despite  the  sharp  drop  in  the  payroll  tax  rate  in  Chile  (from  30 
percent  to  5  percent  over  a  six-year  period)  as  a  result  of  the  privatization  of  its  social 
security  system  (as  described  by  Mr.  Peter  J.  Ferrara,  in  testimony  before  your 
Subcommittee),  employment  in  Chile  was  essentially  unchanged. 

The  belief  that,  in  general,    increases  in  payroll  taxes  are  largely  reflected  in  lower 
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wages,  rather  than  lower  employment,  is  one  that  is  also  shared  by  the  Joint 
Committee  on  Taxation  (see,  e.g.,    pages  41-44  of  the  June,  1993  Committee  print, 
Methodology  and  Issues  in  Measuring  Changes  in  the  Distribution  of  the  Tax  Burden). 

Question  3: 

Does  the  Treasury  Department  or  the  Administration  agree  that  any  additional  payroll 
tax  increases  should  be  resisted? 

Answer: 

The  Administration  is  not  proposing  an  increase  in  payroll  taxes. 

I  hope  this  additional  information  is  helpful  to  you  and  the  Subcommittee. 

Sincerely, 


irk  Iwrv  ^^ 


Ji.  Mark  Iwry 
Benefits  Tax  Counsel 
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